
tl",( ,1rl' IIKllrrl'd Whl'll nHl\'l·V.lIll'l' .lIld ,lITI'S'" t1ft'

providl."ll ... lInullclll.... ,\lsly. nul ,1fl' inl·n'll11'nt.ll tll

Ill'itlll'r of nHlVl·V.lllll" nor ,lCn·...s on it ... own

D q Br ... tnp-dtl\vll 1l1ll,kl \ Illlt,lin ... ,1 I.n~~l' 11l11llbl'r

pll'.,ll'gllril·... ollllsi F,H H, ~(lml' I,Jtq~lIril'''' n'1.1h' In

din'd l'OSts, oll1l'f'" hI Illlhrnll'\I... t<., (l'g pl'r"'OI1I1l'l)

I:Of e,ldll",tl'gor\' HI h,l'" Id"I1IIII\'d I lilt' tlr mon°

ltl... t dnvl'r", .1Ild ,1 t"tl"'l \'plullle 1"l'l.lllllIhhip,

dl''''l'nblllg tilt' r.lh· "I \'\'1111h \p... l ... \\"\Ildd 1.111 III Iht'

Ipllg rUIl \vith ,I dl'tlllll' III Ih,' \'llhI1111' 01 thl' HI... I

drl\"l'rb)

D.16 Till' 1\lll-dll\\1l .1I1d bllHlllll lttl IIlt,(It'I-, 11,1\ (

d,fkn'llt Irl'tlt 11 ll'11 I... lit th·prt., ... lclli\l1l rill' ltl~~-,J\I\\'\l

Illudd .1 ...... III1WS ..... tr,light 111ll' lkl'rnl,ltll\ll, Ilw

,'111l\lil\' ,'p~~ln,1t'h ill IllI' bl\lttlll"II~' 111<1I1.-1111l\,II1' ..... ,i

lkpTl'li.1Iipll pru'''l' \ .... 1111 rd,l!1\I'l\ hllli

dlVfl·ll.,linlllll lilt' t'drlV \,",H'" \11 lilt, .''' .. tl )11, \Iht

rl'l,lli\'l'I" mon' ill 1.1tl·r Vl',U'" II' ..... ~,II",.Il,ll'

1111\\1..'\.'1"f, Ih,lt 11l'ltlwI '\f'llnl,i( i:, ,ii'ltil

Z I

'll\llll~lll\!ll~ lillI' ,1~'I'rt'd' Ii li.,1l

lr.lll'.I1lI ...·,lllll Ill'h""(l!\...) I \11' ',\n'I\~~II\ ..... "I Ih~

1)ldlplllllP 1l1'ldl'i ,lit it... \1.;11 ..... ",1[1 111 \ 'nil r\ .. 1,

~il1lplt.- ... lnllllirt It ,tlll'\\" \11'; r.lI;'! I,', lind: !"! 111,1

1111' dl'fl\ .lthtll III 111 1"\1111.. 1\.,,1,. 1;\, ,i\l'" :', rJ' dl'.

ltl\ 1""1'''' \Ill tlw p.Hdllll'tl'r ... \ ... hI< h dr\\1 111'1\\ <Iri<.

diml," ... itHlil1g

D.15 Furllwr \\·prl.. T\..·llltllll'" I" bt' dlllll' l'v Ih,

W'n"'ing (:nllip tu rdilh' 1111' !'\lltllill up Il\\ll lt-l ,'lld

till' gl'IlI'fll d,ll,l \'\ilh whit h II ,... ptllltl1,l[I'd Ilr... t.

I Ill' 'llgIHithm'" ill II1\' m\llkllt'nd Itl ,d'... Ir.l\ 1 l!llill

l\lgll.llltllt'r-rt·l,lIltllhlllp'" bd\... I'I·11 11dldllh'lI'l

I, ,1\111)..; tlll'lll tlll'\( [,1k.1·1\ 111111,11,IIUllll'II[',Il1. ,>1 II\<

llllllh-I bv ''.ll h Ilpl'I,I\tll I.... lwil dlll\ 11I~ It" \ll(i~h-j

Inplll ..... llwTl'IIITl· I ,Ht' \,\,illlwl·d h' \'l' (·,('t, l..... t,d III

l'Il"'Ufl' th.ll tlH' ~1'lll'rh' fi~llll''''' dl'fI\Td l·\ (11,'11 1

Ir(llllllw d,Il" "'lIblllllkd bv ,I r,lIl~I' Ilt tll'\·r.tltl!' .... ,1ft'

hhl'd 1111 ,I ....1'1 1111 Plhl ... ll'lll ,1., 1111111[11111" ~'I (lilt!

till' llllldl·llIllg tllll!"l'r.llillg (I' I... ! ..... 11111 lull\.

Mlh 1I l.t It'd .llld tht' dl'ri\'dl'lll1 itl Ihl' I 'j1t'r,ll IIIi--'- ,t··.!

l.1t ltlr ... lilt \ lLlbh 111\ l,h l" 11' '.I'·IIH 111 ,<I

[lId":"'Illt'lll I I1lrd, lilt' 11l\llklllll).'. pI lrdlhll1j""I'l\~

\\111 rnjlllil' tllrthl'r \\,prk, hi dl'\ l'Il'p lhl" tI ... h l\'r

f" '1111 It) t" 111l! I: ,if) -,lltl'--I" 'l'; ~

'\Illi prl\,lIl I lit \llt ... ,lIHI It', "'111

0,14 Thl' IIltTt'Il11'IlI,'!IP... t pi ,11 I" ........ I'" dl'll\ nl 1111111

till' other l\"11 1'(IIl ... litlll'l\l IlIPdd~ 11ll' 1'\I... t ... (11 tilt'

pro\'isit\ll .md lll.linlt.·I\,lI11·l· ,\I hill·... lrlllll Illl'

l',dl,'llgl' III 11ll' I rO...... ·lPlltwd 1'111111 ,\I" Illllddled 111

Ihl' h'l'dl'f 1ll1ldd, ,1Ild Inlllllfll........ 'lt)Il1ll'11 1'111111 It 1

htnl ...dll\ld~ illlhl' \)""trtblllipll ,11Id I1ft'll I1llldl,1

tr,"\<.,llll ...... 1(11I ,Ind ,hi" ...... Ihl·lll~I'r"tlll)-:l\l ... ll.lt'lilr ...

,In' dl'r1\"l'd t,\ (H·TII lrpm 1I1I,lrm,llllln "I'!Il1lh-d

hVIl numllt.'r (II PIlt.'r"ltlr ... on till' n·!.lll"" lll}'

n..·hn'l'll ppl'r"t1l1).:. HI... I... "lld grtl ... :-. nrJ.lll'llH'lll

Co...h on IIwir l·\i ...1111g lll'lwllrk ...

"i'\ [.Ill 1Iill It.l'! h -.11 '! ~li\t'I" rl),~',11 H'l

D. I 1 BT rq,~,lrtb thl' top-dpWfl modl'l ,' ....'

tiPmollstr.llitlll of ,1 llll'thl1l.iplogy .llld n.'l·o~llisl''''

tlMI il IlMy rt'qllirl' snnw H'~'r\lduril1g 'l1ld

dl'\'l'lupnWIlI ()I·TFI i ... ,'W.1H· 111011 theTl' <In·.l

Iltllnbl'r t'f .nl"l'" whl'rt' till' IlltlL.ld rl'quin's

ill1rrCl\'l'nll'lll hdtlTl' it wl11 pn"lul"t., rohu ... ' Tl.'''iults

I'rphll'm... t'\-'ilh till' lop'd\'\-\'I\ nlPdl·llll lis l urn'nt

lorm Il1llul.k till' 11..,\",1 (II ,'ggreg,'lhHl ,11 whilh the

ltlll\'l'r... itlll lrillll II<. /\ til ('<./\ ttl... "" j<., l,nril'd oul,

thl' I,llt ll",t "'tlIlle tit IIll' n,....l- volul11l' rd.1tilllbhip"i

,1ppl"1f Itl bl' {lui til d,lh', ,llh.t till' I'Hnph'xitv of thl"

11\1\\"'1 whidl, I'Pl1lbllWd \.'\'llh ,I I.ll'''- pi ,\Ul'tlll,lh'

dtl{t1llll'nl,llll1ll, 1l1,1"'t"·., II dlltinilllll.lullIl

'-.;lrt'llglh til Iht' tl1p·dtl\'\'11 Illtltlt-l ,1ft' lh.lt il

(' ... llnin'· I 11 ... 1 ..... In ,I hi~:hh, tl1 .... lggwg,lll'd \\-',n ,1I1d

tll'll ,1 , ... 11IIh ,Hill II Ll it'd Il' II ft'llt"I ..... I Ill' 'tl1l1pll'X

IIlh'f-IIIl"',lgt· ..... \\ hlth plh'1l til \ III In rd'lllllg ,1 l·O ... t ttl

,1 Iwl\""llrl.. n\llll'lllH'1l1

/\1 II II '. I I I r II "i 'I It I II \1 11 IIII I II tl I I ",I '.

0.1] Thl' Tl·pl.'ll,'Il1l'llt UI... t of ... \\'ildll'-; .lnd

Ir,lIl ...mi ...... i,11l 1111"'''' I'" lilll\'l'rll'li illln.l n)~1 per

dlHHl1ll by lI ... ing ,m .1I\1luity lorlllul.l. ()pl.'r.lting

lll...t...In" .111tn.ved ttlr ill thl' model through r"ti'l~ pf

t1pl'r.lling 1I1"""'llll"I',t.d 1.\I"'t-. lilf .... \..·Ilt."hillg,

\... Ith hl l',. \(\' ,11ld It! {I! l "" Ir"tlH (.1 .......... 111111t)g till

I',," .nl'f.lgl' \ U..... ltlllll·r 11'1\) Illr Illll\kl1lll~

I'urp""'\'''' II h,l'" hl'l'll ,h"'\lllll'd 111<11 IIll' llumblT .llld

ll'\,ltlllll III Ii' '...... \\ III Ill'''' ,HI.' ~I\ t'n (tIlt' ' ....1 Ilrdll'd

Iltldl" ,1 ......UlllpIIIlIlL TIll' .lltl·rlld!J\l' would hI' tn

,1 ...... UIlW ,1 pun' grl'l'lllidd ,'pprn,h'h 'Illd "IIIlW thl.'

1lI111ln.'r ,'lld Itl{ ,111(11101 ... wildll'''' III bl' tullv

(I1~lillH"'t'd, but till' 1m Tt'l1ll'ntdlt n ... t Wnrking

(;TtIUP t"111l ... idt'rl'd Ih.lt thi ... wlndd Il'<ld h.l''\n'...... ivl'

nllllpll'xitv in thl' muddling

o 11 I Ill' hnltlllll-t1p 11l\'dt'1 \\lI1"'I ... t... ilt Ihrl'\"

IPIl ... t,lllt'lllt·UlIlllll1ll "'llgil1l'I'Tlllg Illtldcl .... II1l'
ill l T,·IllI·1l1.111t l ...1 (111111l\~'V.lIhl' I ..... tit'rin'd Irlllllihe

'\il'l\'\'1f'k 1ll1l1h-1. \\hhh I1ltldd ... tlh' (11 ...1 pi .lt~Vh,l1

1,1Ildl'111 .lilt! Il",,1 ,,\\ III. h .111,1 Ivl'H. .ll1r,llhllll ...... illll

11111.. ... , t',hb dIl11l'11 ..... 11>l1l'd 01\ th,' ("1',1,11\ 11l'l'llnlltl

"'l'n',' ,I "'pl'l ilh·d pl'rll'lIl"":'I' ill lJ~ Ir,dlil 1'IH1'" l'lT

til\' \\o'lIrl..1I1g {,n,,'I' ll.l ..... t(11 11 ...\,d \1~1\1I1 thl' \ (1 ... 1..... ltl

111 (Ip\'r,lllir \-. Iih :i,;, (It l ,K lrdltll t~tll lulun' \\'llrk.

ttlr th,,1 Ill'twink ltllllplllll'lll III In ' .... 1ll.1Il.lg{·l1ll'lll

.ll"t"tlunl"i

II
1\

III Illi I 'l') /'\.:

o 10 St.1rtill~ frpm lhl' 1('\'1,1 ,,1'0...1111 I',lell

l"Il'l.!,i\rY dl'rivl'd trpl1l HI· ... I It 1\ .ltnlllllt .... lhl'

\'pluml' pf tilt.' l·l1... t drin'r ,1"'SPll.llt'd \...·,111 rd,lIl ,lIld

Illlll-I~I N ,lttlVltll·... I ... ,'~lplll'd ttl till' ip... I-\,dul1lt

rl'1.1tion ... hlr III giVl' IIw (C1... t-.. n·It'\,\I11 In lilt' ... t.mt!·

,llollt'llt'hvtlrk, Thl' \·phllHl.· ... 01 thl' IP..... I dTl\'('f

,' ........ \{'l.llt,i with \.·,leh nl,'oll\'l'V,Hll'l' .lIlt! ,'t'lV...... ,Ul'

idl'lllifil'ti. h,('h i.. ilpplil'd III thl' ltl"I-\'tllllll1l'

rl'I"til1llship ~t.1rtin~ from lhl' point rt'Il'\'.mt to lhl'

sl.lIld-cllnnl.' 11l'twork, to vidd the illl"rl·Il"'ll.'lll,,1 n,..1

TIll' tut.ll im,-n·ml'llt."'III.''''''1s pt \·OIl\TV.llln' .1Ild

.1l'l'l'''',S .1n' found bv Slimming lI\'l'r ,111 SH.\

l'''Il'~oril'~ Till' innl·Il1l'llt.ll t'l, ... lt.f nmvl·y.t1Kl' i ...

~rlit into till' nl~l... l,f nl'twork l\1mpnnt'llts hy

clprlyin~ till' prlll"lt'ftinn~ th.ll .1n" u"'l·d ill HT' ...

nMll.1gl'n1l'nt nlSt .K(Oll" .... hy "'I'T\·in·. hllc111y, ,111

.1Hl'mpt i~ nMdl'ln ulI1\'l'rl till' ,'0"'''' l,j nl'lwllrk

('omptull'nl!'> from IICA lollA hy .111 ,h.ijustTlll'llt

filC'llir ~lVI'" hy till.' r,llill of CC/\ lIl"'ts to IICA Cll... ls

0,8 In ordl'r to l.'st.lbli ...h.l robust nll'thtK.i(}lo~y In

c.lkulcltl' long run inl"Tel11l'l1t.ll rn... t~, till'

hllt'n'OIllll'dion .llld An'olllllillg St.·p,n,llton T,1 ..k IY

Sh'l'ring .lnd Wl1rkin~ (;rllllp'" h,1\'''' hl'l'n ()Vl'fSl'l'lllg

till' dl·vl'lopmt.'nt ul' h\itl mllC.klling t''<.t'rl'isl'S III

llo1~ dl·\'dupl.'d tl lop-do\-\'Il IlllldeL whid, ...I.nt ...

frolll its nl.tn.l)!.l'llll'nt .Knlll"l ... ,lilt! Tl'IlH1Vl'S lO...t~

thilt cUl' Ilnl incn·nll'l1t,ll. II1\.' IIlt:n·nwllt.ll ClIst

Wprking Croup Il tlS l'Ullstrlll"tl'd, ,lilt! pOplll.,tl'd

\-\lilh dal.l, ,1 llt,ttom·llp modl'l of till' Ill'l\\,prk n ... il1g

l'{t1llomit"-l'llgil1l'I'rillg Illl..,kl ... th,lt ,1t!l'1ll1'1 In

id"lltity, fpr ,1 tully dfh'il'nt npl'r,'lnr, Illl'

l'llgil1l'l'ring l'1l'nll''' .... rt'qlllfl'd ttl bUild ,I 1ll'I\\"ork

'lIld to l .... tim,'ll' lheir g,'lll'ru I P... "

1'1 II II]f lid Il 'If 'I 1 tJ Illl\! 11111 111'11 I

METHODOLOGY TO CALCULATE
LONG RUN INCREMENTAL COSTS

0,6 hlr lht' 1,,!l\d,lliUllt\1 lOll)..; rUll ilkTl'llll'llt,lllll... t

(I J{I( '), IIll' nl'l\\'ork h" ... hl:l'n ddilll'd .1 ....1 ... I.lnd­

.1101W Iwlwprk 01 inl.1I1d l'lIhht- S\vildwd 'T,,'1l'phlllw

Ndw(lrk (l~lNl"l'f\'in'''',1I1d prl\'.lll' l'ir..:uits. TIll'

Ildwllrk ., ......ullwd ill till' Illln.·ml·nLll UJ... t
Ilwth'\i.tnlogv tlH'rdoTl' ,'xdmh·... ,1dv,1Ilt"l·d ~1'r\'il'\'S

"t1\ h " ... Inlq.:,r,llt'd '"'\,f\,in·... DigiLll Nl·t\vork (I~IJNI

,1nd \'lflll,11 I'rl\.lk Nl'Iwprk...

20

D 7 111\ rt'llll'llL11 ill... l ... Illlllllk nlll\' till' lU"'t-. th.ll

,!( ,Ju ..... t,d bv llH' pn\\" ... ill\ll\1 ,1 dl'lllwd IIKn'Jl1t'nl

'llillltpul III Ill\' lll\'thp\hlltlgy Itl (,llt-tll.lll'

II1ITt'llWIII.11 (\I ..... t-., lilt' IlH Tl'Jl'\'1l1 III ljll\,... tiOI\ i t..he

whpk pI lIlt' tlutput \)1 ,1 ...en'lll' - twp ...l·fVl({· n·

Illll"'ldl'fCd. nlll\'l'V,ll\ll' .11ld oll'll· Tlw hmg rUIl

IIhTl'111l·nl.,ll'p... 1 01 t'tlllVl·V.lIhl· i thl' l·tl~1 th.ll

\""IHlld bl' "',Wl'd il1lhl' Itlll~ rUll il nu Ir.lffk Wl'n'

prtl\'ilkd tl\'l'r lill.' lll'lwork, but .In:l''''~ Wl'ft.' to

\ lllltil1lH' Ip hi' providl·d. It i ... i1s~lInwd Ihill illl

,l l't"-. .Ul' rt'pl.Kl'd ill Ihl' hHlg rUIl .1nd so il i~

.1 lllllCd tll.lt IIwr\' ,1f\' no ~ullk \·osl-.. in thl' long

fllll TIll' innl·l1ll·nt.llltlst of .Kt"l''''''' is 11ll' lost th.l1

\\'!luld lll' ....l\'\'\~ ill Ihl' long fUll If nn fin.11links III

l·" ... tunwrs Wl'fl' pruvidl'd (hut. hypotlll'tir"lly,

t'IlIl\'l'V,llkt' \·Imtilllll·d to bl' prO\·ilkdl. If t1ll'n' .1fl·

1'I'ontllll1l'~ 01 ,Sl'llPl' hdwl'l'l1 nlllVl'y.lIll'I' .1nt.l

,In·\'...... , il \\'111 follow Ih.ll thert' .Hl' nmlmOnl"Osh I.f

IIll' nl'l\\"llrk, il'I'P~b (If 11ll' ~t.lIld-"I(llle nl'lwllrk

,,1.111'" III rl'pl.wt' .11I1I11b rl'1l\,lining .1Il.tIO~lIl'

"w,1l ht.'''' wllhin thn'l' Vl',n~, II ... t'CA. villu.ltion uf

I\}{ ,lll·xd101I1ge... i~ 011 It1l' h,,~i~ tlMt clll ...witdu~ an.'

dlgH.,1. But the .lppn1th:h Ill.ly l10t .1IwtlY!-i Il',lli to

lilt.' U"'l' IIf lilt' MrA,1'" lhl' h.l~i... for it~~·t vtllucltil111.

1 ,Ir "",Impl,', in lhl' Ill'xl Ihrel' Yl',lf~ HT l·'I(pt..·t:h tn

rl'l.lIll Ir.1I1"\'l'r ..l' ...l·rl'l·nl",hll· in "lHlll' troln~lni~"'I(l1l

t tn'uit ... , r"t1wr th.lI\ rt.·pl.ll·l'nWt1t with "ptical finn'

l·ircuib.ti.l t!l.lll''I(h'llt, the 'lhn'l' yt'.lf look'

.1pprOi1{·h dilft·r ... Irl1lll purl' Mr;\ HT .lf~\Il'''' th.lt it ...

,lpprtl.H h i... jthtifit'd hec.H''''t· il rdll'll ... thl' pr.Ktil'.11

difIICliltil'" ,1I1d limt' I.,~", invtlh'l'd in IIpd.,ting.1

1l,1IiUl1h'idl' ndwlIrk III 11ll' 1"Il'... t .1V,lil.lhll'

ll'l hnoh'gv



0.23 Thl.' s\ilnd-.lh'lll' (l\;-;'\ o(.l l·omptlnt.'nt ,... llll'

("(,..I tl1.11 wtluld hl' illl'lIrred II <hypllllll'ti,·.lllv) Ih.ll

{'olllpOIll'nl, but 110 otlwr compollt'nh, Wl'rl'

providl'd. It is tl1l'fl'fnrl' gin'n by till' int"fl'lllt.'IlI,ll

n,...lnf tl"'t l'tHllpOnl'nl pili"; all (If thl' l"(lmmOIl I..'p... , ...

Ih"t ,\fl' rdl'v.lllt tolh.1t U 1mrOIll'1l1

D,] I lIlt' IUfn'lll 11\l'lhlldldll~:\ III l.11~ 1I!.1\('

lilt n·llll..'llLlI ~Il...h dill·..., IHII. h{l\'t'\I'I'. tid I I1\' 1',1\ h

HlIllpOIll'nt.h ,lll ilh'n'llH'llL but t.l~l·'" lilt' 1I1lTI'l1h'lll

tll ht' 11ll' wholl' Olllll1\'l'\',lIh'C ,md dt'Tln'''' Iht' l·ll... h

til nllll~""l1h'l1t.. .1n-(lrdll1~I\', I hi ... ddil1llillil til Iht'

ilh'rc.'lln'lll ,1b... tr,h·h Inllll ,111\' \ tllllllHl1\ I'll... h

\'1'1\\'1'\'11 Ill'l\\'pr\'" ('lllllpIIIWllh ll' 1111' llh lvnwHLll

\1l...llll \ 111l\'I'\',llh I' ,... Ih·\\' .......,lllh l''Illollll' till' "'11111

pllhl' ~ (I"'{... 1\1 lilt' HII1lPPllt'llh

r

n

StAnd .alon~ coH

of fr.-.n'ml\\ion

Propole-d (elltng

'or tran"mission

'1'111 I 1'"

PropoS" noor
for Iwltchlng

PropoS" "001
'or transmission

,,' ·1',

,1Ild Ir,Hl ... llli ...... Hll1 .lIld lilt' l tlllll)lt111 l\l...h 1'l'l\\'I'l'1l

.1n·l....~ ,llld "'\\,Ih-hillg

0,25 LJ ... ing Iht· clIrn'l1lmt·thlldtll"g\, II I ... pnlpn"'l'd

th.lt thl'lt'liing Itl lilt' \h,Hg.., Ipf ("',IV} Ir,lIl"'llll"""'HIIl

WliUld ht· 1.lInd.1Int ..... lilt' prtlpo...t'tt IItlllr Ipr

Ir.lIl"'mis ipn (it' thl' illl fl'llwnLII t"C1... 1 pi

tr.ll1 ..mi ltln phl....1 prtll'ltlrtitHllll tilt' \\11111n0I1 111... 1...

1'l4.·1\-\-''''l'11 "'\\·Ihhin).; .lIld Ir.lIhllll ......ItIIl) ,lIld Ihl'

nmlllltlll ltl... t .. 1lt.,t\\·l'c..·1l ,It.·ll''''~ ,\1,d ll,\lh1\\h...,il\1\.

TIlt' prtll'n"'l'd \1'illl1h wpuld Ilwrdtlrt., Iltlfm,tllv hi'

Ip\\'l'r th.lI1 Iht' sl.md-,lItUh' til ... !. bt.·t·.HI"'I' II wlluld

inc1udt' ulll\,.1 proporlitll\ pi thl' I tll1ll11PIl IP"'''

bd\\'l'l'l1 1H'1\\"t1rlo. lPI11PllIWIl" r.lliwr Ih,11l ,dlnf

... lIth n .... t ...

Ftgure 01 11\\ 11 I I\\"!' !~Ij I,,: 'I II,

Inc:~atcou

of IwUchtng

ommoncosts
HtwHn
Iwltchlng

and IrM1srnls~tor

Inc~~(ost

of transmission

Common costs

~Mcess

and IrM1SnHSSlor

Commoncolh
tx-Iwe'en Keen
and switching

Increment..1 (ost

of ..<CPu.

In(re~n....1 COlt

of conveyance

ommoncoUs

~tw~n aecen

t-.nd conveYc1n<e

Cost or

s'...nd-alone
network

~

$:0"

---~'------'-.~-----'~-~----~------~--'- .._---.--.~--

'III" [l 111111/ IIJlI 1/11 111111"11,1I! 11',['.

0.24 Tht' .. llIlllllon l'll... I ... h'dwt't'n ,h·n........1I1d

('tlll\·l'V.lIhl' 1.1I1 Pt· nrllkl'Il'dlJ\\'1l into till' c.lIsls thill

,lfl' ((Jmmtln nt.·!Wl'l'n ,1(·t·l·......lnd tr,ll1 ... missic.m

(,HI~illg, lor t.'x.1I1lrll'. (rum dlle..1 ~h,1rill~) tHld 1Ill'
r()~ls Ih.1t .Ht' ((ll11mon nl'l\\'l·t'tl ."--'I·t·.......1Ild

... \-\'ikhing (.,n"'lIlg, tor t',.lInplt" fro1l1

t·ollt·,·nlr.llur... ), Thl' t,md-.llllllt· l·II... 1 tit

If.lIl"'rnis... it lll would I , given b\' lhl' "'llI1l of till'

IIKrt'11lt'1\1.l! l"\l... 1 pt Ir.lIh11li llll\, Iht.' I..11mm·un t·p!'> .....

lwtwt.·t.'l\ ",wlt\hll\h .md tr ..11l mi......lnn .m" Ull'

I..OlllmlHl lU"ts hdwc.'l'll .In ...· llld tr.lIl ...mi ...... ioll

SlIlll 1.1 r1.v, Ilw ... t.1I1d-,,1011'· \lI t III .. wilching WtJlIld

bl' givl'n n\, I Ill' "llln lit II", lilt rt'IlWIlI.II ru...b til

... wilchil1g, lhl' n11ll1ll1l1l q'.. h bl'l\\Tt'll ... wihhil1g

11'1 11
'I I III

l'omJ'l4.Jlwnt as ,lIl int.'r\'nwnl. lht' illl-n'll11'nt.ll ((I... t of

nJl1Vl·y.:lIKt· nmlJ il ...df ht' brol<..t.'1l down inlo till'

inl-n'Jnl'nttll costs 01 thl' l1l'twork ttlmpc.Jl1l'llh .Hld

till' ftlllllllc.m (tlSls ht.'h\'l·l'n tho!'>l' (Umpc. l lll'l1b

(,'ommtln nl~t~ bdwt'l'n t"llIllptllwnt ... would l·"...1 if

thl'rt' WL'n·l·1.:ollornil·... ttt ... tll}"I(· bd\\-·t.'l'n

(Olllp'-lI\t·n..... wlndl mi~h' ,Hi ...t.·, tor t',.lmple, from

tht' \O-IOl',llic.Hl ot ~wih hI'''' (lr tht' ... h,HIIl M(II dUd

ndwl't'11 difft-rl'nl Ir.lI1 ...mi ilHl Iilllo..... !-or

... irnphdty,)l1 H~un' Dl ;\; ,v'.......uml·\i Hl,l\ ~Iwrl' .\1'('

ill ..'lwll ndworlo. n'mp"Ilt'Il{..., ... \\'ihhiIlM.1I1d

tr,lIlsmi .....ion. (In Ihl' l Ufn'lll inlt'rullll1n lic.lll

f\'gitlll' till' Ill'twork t'tllllpollt'nh ,Ut' Itlt',ll ...wilth,

m.l1" ...witdl. jundion tr.1I1 ... 11l1 ltlll link junllillll

tr.lIl'.;ml ....ic.11l length, trtlnk Ir.lI1 I11I ...... \lllllllllt.. ,lilt!

Irtll\K Ir.lIl ...mis... lt l ll length,'

D,22 U... ing lilt' lUfft'nl Illt,thtk.il11Ilh\, lilt' prp}'ll"'l·d

f10tlf Ip the..' t"h.lI'gt· hlr h.1\') Ir,tIl...,nll lllll \\"'lIlhl h'

L:in'n tw lilt' IIKrl..'nll'1l1.11 ,n... t pi Irdll llll llln 1,1"... ,1

prl\}'tlrlinn tit till' \IHHmtlll \ II"'''' 1'1'1\\'1..'1'11 \\ ,1\ 11I1l~

llld tr,Hl ... ml ..... IPI\. 1',,-prt''''''''I'd ,I ... ,111 ,1\ t'r.l~:\' pt" llillt

pi 11lllplli leg pt.'lh't.' pt'r 11\l1l1l1l'l I Ill' rl'l1l,lillill':'

'llllll111Hl I..'ll... t", l""h\'l't'll .."'Itt-hill).; 'llld Ir,11l ..1ll1 ...... '"1l

WlHIId lx· int..-Iud...d ill tilt.' pn'ptl"'l'd nOttr fur

:->wildling, TIll'fl'lort" t1t)\lr ... gl\'\'1\ bv lilt' I..urn'lll

lIlt·ft.'lllt·nl,ll c..'n",1 Illl'thl)\tpltlg\' \-"pult! Ilnrl1l,dl~' bl'

hl,.:,lwf ,h,n, \\w .\\'l'r,'ht' HKrl..'nwnl,lt t..~l... h (\1

C0l11p0Ilt'nh. bl.'(,ll.I"'t: llwy WIHlld illt'l\ldl'.l

prupc.1rtic.Hl tit till' (Pll1lll1111 I..'o...h bl'l\\'l''''n nt'twur'"

t·lllnl'l(llwnt",.

I'll! II I, I r ,I I( 'h '! ! If lit II! Jill' III' 'I I

0.19 i\ ... lIllI'IIIlt·d n·pn''''l'nl.ltipll III Ill\'

n'l.ltloll-.;hip l-lt'I\-\'l'l'll v,Hioli... t"\IIKl-ptS pf t.'usl

IIlH n·llwllt.lI, l"\Hllmlln ,lnd sl.1nd-.1Itlnl' t"pst) .lnd

Iht' pfopost'd fll"'r....lnd t"l'ilings l~ Sht'WIlIll I:igurl'

1)\ TIll' l'llffl'nl 1l11'lhodologv ttll'.1Irultlll'

IlKTt'lllt.'lll.lI cpst ... OTt'.lk... dO\\'1l tht.· cost of till' st.lnd­

,l1lll1l' Iwl\\'ofk intn till' iIKrt'l1lt'llt,ll 1'0...1 of .HY""'''',

lilt' iIHTl'llll·nl.tl 1'0..;1 (II UJllVt'y,lIlll' tllld llll'

nHllnlllll n',,;blwtWt'l'n ,1nT.......1nd u1nVl'y.lllCt.'.

o 18 i lit' ,",r"p, ,,1 '-0\".. "'111 (\1 (t'dl1l)~'" ,md

(gllldt'lllll.'llltll\r IHl tilt' l'il,lrgl'''' ....1·1 L-H,' Bllpl

ndwnrk \pmpOlwllh w.'''' IHltlllH'I..' 11) Ch,lpln~,

Ill!t'n\llllWdi\l1l .1Ild Nl'IWOfk (, ·h.lfhl' (, ,lp Thl'

h'\"t'l ,11 whil..h lilt' H·lIing... ,1111..1 floor ... would ht' "'1'11'"

di...l't1 ........ ,d in grt'.tll'f tld'lll ill Ihl'" "'t'dioll

FLOORS AND CEILINGS

0.20 In prillt'ipll', hy defining I..·,Kh Ill'hvork

(II t'IPIlumil' dt-pft'rltltioll, Thi ... i....111 is:->lh.' Ih,ll \vill

Ilt:t'd 10 lw t'\plllrt'd fUfthl'f III hnlh modt·I~.

n

0.17 Simt' til(' hlp-down .1Ild llotlom-up mottl-I ...

h.1\'1' dilh:n'nl ...tn·ngth~ .1Ild WI'.lknt'!'ost.'s, both will

11,1\'1'.1 nllt: ttl pl.1Y in tll'rlving IIll' rohl1~t

111l'lhudplo).;y IPl"lkul.lk int n'nll'IlI,ll n'sb.

IIllpn)\,l'llwnh II, bolh modl.+'" will nmtimlt' 10 l"lt.'
m,lth' ulllkr IIU' ).;uid,lIlft.' pi lilt' Intn'nll'lll,ll ('osl

Sh'l'rlng ,11111 Wtlr\dn)!, (;r\l\lp"', ()nt.' w."" ,n whit:"

11ll' IIlI)\kl ... \-\-'ill hl.· dt.·vt'lnpt'd i,,; to t.'n"'lln' lililt key

1...... lI' (q.; t'(\11111lllil dl·pn'd.lti'Hl) .1fl· In·.lIl'd in.l

ltlll ... i !t'ni l., ... hion ,md th.lt p,lr.lllll'tl'r .lssttmpthm...

(q.:, ,1 t:t IiVl'''' .11ld l.p... lll' (,lpil.,1l ,1h' IIll' S.lI11l' in

Iljllh IllPIh+-" t'xn-pt when' ditll'n'net" Tl·flt..d

dillt-rill).; !ton,l ... \It dlid,'nlY Thi ......hullld bring tlU'

r\ .... lIlb pt lilt.' Iwt' IlH)t.kl ... t'ltl"'l'r tllgdlwr .1I1d ,11In\\

,',1\ 11 Illpdcl III pnl\'idl·.l 11"'1'1111 \ n I"'""\'hl'l'k {Ill lhl'

(ltht'r II will \\WH bt' ptN..lhk \II dl'f1\I' f\\b"' ....t

n· ... ul! ... tur il11..'Tl'll1l'nL11 t.\l... r... hv I..klltilyin~ till'

....I)urn' pi ,1: V n'n\.linin~ ditlt'n·lH'l·... ,1Ild n",klllJ!,

j'1dgl'IlWlll ... ,1hOll' Ihl' ,'pprllpri.1tl· p.lf.Hl"u..·tl'r v,lllll'~

\ Ir Illl'lhndtlltlgh ,11 .lpprtl.h·h. i\ fl'l'llrl by
I {lIblllt.lIlt ... gi\'lllg dd,\il ... nl lilt' 1\\'11 I1lnd"'I lIlti

llll' tllrtlwr \\\11'1.. pl.llllWd \\ tI\ b\· ,1\ ,111.11,11' htlrllv

I'''''' (lITFI



hi~h ....r its l't)st of r.'pit.,1. ... inct' iIlVt·... tOfS I)<'pir.llly

rl'\tuirt' \o"'IX'IlS.1titHl for gn.-',lh.-'r risk

Methods of calculating the cost of
capital

·1'11\ ""'Ii "'" 11;1"1' ! hi 11 ,it i~ I,

Ii. {\, I Ild" 111/\ ,I /\,1.

f '1 I'll!'" , ,II, Ill.ll1' '11 ,111 1'1 ,II '11(

11l1l1l111,t1"'"11'- Ilwh\ll",hll\ddh.l\\ !\1,!1j, ,1

Imphl.11111lh tell 1l1l.·'\"'Uflll.\~ Illl tlll,ll\ll.li

1t('rlllflll,lIh l' III till' \'llll''"prl'''l', ,'It'\ hl\'d tll,1I 1111

illll,111111l l.llt' ,b"lIlllnl ill IItI.' 11I1.lIh 1,11 Illn't-,l"'\" 1'"

1l,.. ....ll1lt',hlh,llllllt'!lI'lII,\ 1I11',IIIII'!l'Il\\ bl'!\\llll

till' 1'",lllll.lkd 1I',d .llld Iii 1111 i1l.J1 11.,,1 I't 1,11'11.\1

r 14 ()l1l'llllhh1ll1lltl'n!t-\t'lInl,lltI1l'( .'\1''\1,'-.

th,lI IIH' I ,dllll.llhlll ,d Ihe (''11111\ l,r~'111111111 ", 1',)',1',1

'Ill Ill"'!llrh t"L V"'" n'll1rll', l\ll ''l111l1\''- r.ll!1l.·1 ill.11 lilt

Il·lufn ... Ih,\1 111\l· .... Illr ... "\1'1'1 It,,1 III ,l' h1l'\' '--,1(1,.

Z5

I I'l 11 rl 1'" 111,1\ llill bl'.\ r\'!t,lbh hllhl. I, ''I'

rt'qllifnf III thl' lh"n 1IIIIIIl'

E_ll "ht' ~P... t III t'qllll~' tllllw llrlll ~,11' 1Ilt'1l Ilt'

1,""kul.1fnl .1l1'ltrdll1g In lIll' b,I .... ll ( ,·\I'~'lltlrnlld.l

hl'hlW:

01 r,·ll1fll'-. ,lnd 1111 II \ ,lrl.lhdll\ II' I h, "ll;l'

whl'ft' 1<. 1.... lhl, l\l... lllt l'q\lll\ 1I11,llhl..·, 1\, I'" lhl' n ... k­

Iret· r.lh· til rdUfn. Ikl,l i... llw dq:,ll'\' td \ (ll"f\'l.1111111

Ilt·tWt·t·11 rt'lllfil-. tIll lilt' ~tHllp.IIlV'''' ... I1,1I"l'''' .1l1d

rl'lUrih 1111 lilt' ",!l't I-. 1ll,1I"kl'! .1"'.1 \,llI,h', 1·(/, II'" 1Ill'

~'\pl'dnlldllfllllll lilt' Ill.H"'d .Illd III'.) J\ I" 1111'

l'\f'l'th'd 1ll.lr"'l'l rhl.. prt'lllllllll III ,'\\t'''''' t\'tHfIlI11

I.·tjtlllll·...

,nt'llll'll'nl 111 I'\lt'",... ItI Hilt·, \\'1111., ,I I tlllll','I1\

... hn\·.'Illg Ill\\'!'r !h.1I1 ,HTf.lgl' 1l(l11 dl\ \'r'-IILlh!\' t i'~.

Will h.1H'.1 Ht'l,l It,...... Ih,1I\ tllW

'li!;i .11"1'\,\, i'I,i,r,II',:, \\ ","

!n:: !1\ 1hi'" I· I'.;rllt Itl,lIl ... Illlf'''II,llli IIi dl'

,,11'\ Idl'IlII' lh,l! ~ l\~)~I·"i" 111,11 111" t', k I'"~ 'll' '

\ .Iflt·... Cl\'I'!" '11111' "I' IIt,l' 1' ... 11111.11('''' ,-I hl .... II.r"

E 's Ilw 111.1111 .1Ih·rn,II'\I' llH.,kl lilt· Dividend

CTowth MOth·1 (IlCM), ,Ilkllll'''' 1\', ,1111 \ Idtt- 11h

prublt'nh b\ " .... lI1g IIll' I..·'pt·, 1,1111111'" III 111\-I'",Ipr",

din'dlv I Ill'" Illlldd ~ ,111 villWf b\' ,1I'P!ll'd til Ihl

wl1l)II..' ... ltl~k 111,lr"l'l, III lHth-r ttl III 't. 11 II .Ill 1' ... IIIll,de

nl lilt' Ill,nkd l''!llilv ri"J,. pn'llll11I11lll!l\ _IJll,t:lllh-d

1I111\Ihl'('!\I'~1 !llI'llHtI,l di ... lU ......(,d .11'1'\1 ,q. fl,

""'I·d dirt'dlv hI •· ... 11111.110' I Ill' \ 11,,1 I d ('(III II \ II H ,111

illdh'idll.tl linn

I,ll"

;1' :fl :11, ( i,1 llh ,,1"1 j..,

! 'II III, I.i: I ir

,1,,,,,. II illl.h 'n',"

IIl.lr"'d ,J"',l \\hnlt'

k,ldillg ttl ,111 illdH .111\ (' f,lI1.\~t' IlIr nr... pn'-t.n

Wt'lghlt·d ,H'(·l".lgl· uI...1(l11-.l~'ILd. \111 whi,'h (lITFI

"'t'l·k ... \'h'W:-,

f 10 I h,,,, Iltlll dl\'l'r""I.II'h· 1"1"1-.. ,11111111 bl'

i'!llllllldkd 1,\ htlldlllt-', .. 11,11e·'" 111,1 1.11~~l' nlllllllt'f pi

\ 1I III p,llllV.... dlH1 I'" tlh 'rdlln' .I ~ lltllpc 111\ 'Ill I II IIll' ,11 ... 1

.d ('ljlllt\ II llll rhl...-IIt'I' rtll\' I'· 111.11 folk III rl'lllrn

\\ hIt h II1\t".llIr" \\llllid hl' .. bll' hI t'tlrll \\ lib

((TI,lIlll\', lilt' Ill,lll-.l'l n ... 1-. I'Il'11111llH I" Ih,ll

Iddlll'IIl,lIII'lllrl' Ih.ll ::)',I'-·II'!·, \\lll:lll n'IIUtn'lll

L Iflll'l" II \ I 'l1lll'l'lh.ll,' IIH'I11 11'1' h( ddll1t-', ,; ',11.11'('

(n"'/o/.",III/.,

F 8 h\'ll rn,lill nlt'l!lod ... .1ft· tVpll,lllv lI"'l'lf Itl

l' I,lbli ...h ,1 Im11· ... 1'0... 1 0' l'qlllt\" I Ill' mo t \Vldl'ly

lI ed Illlldellttr (·... tim,lting lilt' {'quih-' ((1 1 01 " •• pit"l

" II", C.pit.1 A"et rridnK Model leAI'MI Thl'

h.1"'1( pn'lll1'-l' III thl'" mndl'! i... Ih,11 111\ 1, ... llIf'" n'qllirl'

,1 higl1l'T t"pt'l!l'd LIIl' 01 fdurllllll ,Ill\, 11l\"l IIlll'1l1

lllnrdcf ICllllmpl'll lle (IWIll hIT ,1 hlglll'f ri k III

,-durn... till Ih.ll 111\ (· ll1wI11 (,1 ... llH',l"'"fl'd bv Ihl.'

\ .1fI.lhililv lit Ihll"'" fdUTI"")

r I) 111\(' ... 1111'" ,lft' .1 ......lllllnl Itl Ill' "bit.· Ip rl'dun'

n"l...", b\ htlldill~ linl'hliled I'lIrlh1ho"'lll t.tJ"lllt''''

Illl\\'t'\lT Ih"fl' '''' ,I t'.'\~r'·I' 111 ,,\"'It'ln.lfl( " ... ,,­

1I1h"h'lll III l'\ ,'ll ! Ill' llli I"" ~11\ 1', .. ,Ill'll 1"'1'11(11,11 pi

'.h.lf"l''''. "llll ,. till' \ ,dul' III I!ll' \\!lll!l' ... 111, "- Ill.lf"-d

I ,Ill r1"'~' til' I.dl, rdll'IIII1,\: til.· 11 ... 1-. Inlh'll'lll III till'

.~\'llt'r"ll·('Il\Cllll\

, I I I{dllfn ... illl ",h,lrl'''' III ""lllll' 1'lll1l',llllt'''' \\'111

!lll. IU,lll' III "tt'p \\'tlh. b\11 mon' \\ Ilkl\' Ih.1I1,

rdurn ... tp till' ,,1111..1-. lll,lfl-.l'! ,1'" ,1 ",holl' I\durn ... 011

1I11wr Ivpt.· ... of ... h.1ft>... will t1tHtll.lh' III ... ltV with, but

Il'...... ""ldt'l\' lIMit, Iht, ... l(l~" lll,ukt'l .1'" ,I whplt.'

t )1111'1'''' ....Iill \!Iuld mll\'t' olg.llthl I Ill' 1l1,lrkl'l 11ll'

,Iq_.;rl't· nlttlrrl'l.,tiull bel\\'l'l'l1 rdUfll ... 011 ... h.Ht·... III

nnt' UlIllp.lI1V ,1I1d rl'lllrll~ llll 11ll' ... Itlt·k Ill.nkd .t ....1

\\'hlli l. ~',ll' ht' e ... tIl11.1h'd ll-.ll1g di\'ilh-Ild .1111,..1 ... h.HI'

1'1 II l' 1..1,11.1 ,11ld "" l·.'ptllrl..'d ill ,1 llldlltlt.·111 known ,1 ...

till' lllmp.IIlY' ... Ht'l" i\ l'\lllll',lll\' howing higlll'r

lhdll .l\'er,lgl' JlPI1-dl\t.T... ili,lhh, n '" will h,nT,' Bl'I,l

III H II I"',I'lVII I '

E_6 ()FlFl will,'llllllllllt't' it-. ~'tll\(hl"'lltll'" llIl till'

rp~l of t.lrititl ill 11ll' l"oll ...uH,llivl' dOCtlllll'llt h' bt'

publl ... l1l'd IW-Xt M,lfd, lhl' l(llltl\·\'ill~ "'lIh...t'dion ...

hiVI' ,1 hrll'f o\TrviL'W ofllw gl'Ilt'r,d thcory bl'hind

!hl' (,lklll"tiOIl 01 Ill\' ((1... 1 lit .,11'11.11 I'fonde ,m

IIldll-,lll\'l' f.lll~l· nt (·... tllll.llt' ... til till' l(hl 01 (.IPlt.,!

fnf BT undl'r V.lriOlh ,' Ul1lptHI1' lnd "'U~~ht·...1 ho\\

this mi~ht difft'r for lho t, ,HIIV111l· Whldl .1ft'

"'uPje(t 10 pritT Clllltrul

E.5 A... p.nt 01 tht' l-urrl'1l1 fl·\'I('\."', l )FrrL Ill'l'd ... Itl

lIpt..t.llt' its vil'W PI1 thl' I·O... t nl l','pit.,l tl1o11 ... hllUld he

lIsl·d ttl ...l" till' prin' uHllrul ... ull nT P\'t'f till'

followil1); nliltfol p,'rind /\(t'(Ifdill)!,ly, it h,lS ...PlIhht

l',(pl'rt .ldvin· lin thl' IlwOfl'lil',ll IOlllld.,litll1'" (II ,llld

1'l1lpirk'\!I'\'idt'lln' (Ill Ihl' t·n...lllll"l'il.ll, .1Ild III

p,Hth'ul.H wh.lt thi ... would implv lor In

E.7 hJr ,1 firm finc1I1Cl·d hy deht ,lnd t'(luity Slith ,1'"

!:ST, thl' cost lIf (,lpU,ll will ht., ,1 wl'ightl'd "vl'rage ~II

ito.; cost of l~ilrit.,l from both ~llllrll'S_ In wh.'l

ftlllows, ~l·nl'r.,l tt.-rhlliqlll·... u-.t·d hi dl'rivl' til\.' l'o..;l

of l't.luity ,lnd lil-ht .1ft' first dbt'lhSl'd; this i ...

followl.J l'1y indir,ltiVt' t' ... tim.lks of thl' compOllent ...

t,1 tl1l' WL'i~htl'd .1Vl.'r.lgl' nJst t,f l','pit"l h)r BT,

E.4 In rt.·n·nt prke dl'tt'fmirl.1tioll'" .111d wlwll

~l'tlill~ tht.· sttllld.1fd dl.H~l·~ lor intl'rnl1llll'rtulll 10

BT~ Iwtwork, ()FTH 1,,\ ... u"'t'd" rosl 1)1t.\lpil.,1 ot

1"4 This rille is in 1111lllill.l1 It'fm... , i... mt',\ ..ufl·d

l'lt.'forl' inVt.'stllfS' tint's ,lIld h.\ ... Pl'l'll .\pplil'd 10

histurit' nJ t ,' ......d V.lIU.llitlll'" (Pf tPlllp.1fl'd Itt

111 ...torir t'o t ,h"rtJlIntil\~ r,llt' ... 01 rdurn)

1)1 H II II I (\1 1(·1t '( ( II II! 11111 III HIi \11

E, Z '-tinn.' till' .1I1ll ut rq~ul.ll1pn i ... tn mimi,,- till'

wOfklng'" (II ,1 l'ompditivt' Ill.ukd, .\Il .ltTt'pl.\hle

f,llt' 01 I' 'Iurn Itlr BT prlCt'-nl11tn l lll'tt ,'di\'illl'~

\\itlllid bt' t'qu,lI ttl 11 111',1 pi t,'pit.,1 on thll...l'

il t1\ !lll'''' TIll' Ilt'\l "'l'diIHl de,l! ... with till'

dl'r1V,ltlt\1l tlf thl' I·p l pf I, ,'ptLll lor nT, .ll\d pn'~l'J1t...

,) l,lllgl' lit l' ... tllll.lh' llptlll \"hkh l'Ol11ml·nt ....He,

"llughl n1l' SUhSl'qUl'lll ...t.yti(lll~ tit..,1 With thl'

,lppropfl,lh: 111l'.lSUrl' Df f.llt' l)t fdufn th.11 th(,·

l"... lil1l,ltl'd nl... t of t·,'pit.ll ... IHnlld hl' tlpplil'd to

wllhin tl1l' fin.mri,ll 1110..tt.'1. III IIll' fin.ll StyliOI1, till'

h.l"'it." slrlldllfl' 01 OFrFI '... Pf()ptl~l'd 1110<.kl is

dl-.l·U ....Sl·d ill s(Hlll' dd.lil

24

E.1 I\s III previous prietO nmlrol Tl'\'il'WS, O"TEL

\... 11111"",(' its pr(lp"~i11 on t'arh prill' l'.lp and !'Ollh-{~.lr

IIIl fOfl'\.l ...h III liT ... fin.lllci.,1 pedurmann" whICh

will nl' gl'lll'r,'led lIsi1\~,' fillollll'i.t1mot..kl. Into this

modd will he h·d .,sSUl1lpl1ulh .,pout t1 IlUmh"'T pf

h'Y d ...krmin.1I1b ill BT' ... prnfit.'l1ility over lilt.'

InrI'l,lst pl'rilld, ,1I1d 11ll' Illndl'l1ing prtk.'l'SS will

prudw'I' ., r,lIlgl,.' pi pru:l' ctllllrlli IprIlHlI.1l.' 111.11

... hp,dd 1I,.',ld lp BT l'.,rlling 11(1 mort' lh.m ,11\

"n"ppl.,hk r.llt' tit rdurn 1m l',Kh I:l,lskd Of SuP-t.,p
hv tltt' I'nd 01 tilt.' prin.' control pl'riod buh~'ct to

\'ll'W", l·>..pn·ssl'd in consult.llion 011 this dt\\'unll'nt

1111 till' lh·... ir.lhility lIf cllllU'-nll .H.1jllstllu'nt to prkt's

,It Ill(' ... I.nt pi thl' period)

" COST OF CAPITAL

E.] A firm'..; ul... l of (.'rit.,! (.m he lil·fined ,lS till'

f,llt. pi rdUrll th.lt could h{' l',lflll'd in the c.lril •ll

Ill.lrkt't (Ill "'"'t'urities 01 t'quiv.lll'l1t ri ....k, 111 ).;L·ller"I,

lIll' higlll'r tht' rislo.ilH's", ot thl' firm's .Ktivitil'''', tht'

I INTRODUCTION

Financial Modelling

"ANNEX E



T,'blt' f I

difll'rl'llt nlolttlritit· .... , Illgdl1l'r \\'llh 1111' illlpltl'd

infl.llltlil r,th·. h,hnl {lit dllkn'111 ., ..... tlll1plinn ... ,'bout

1,1' r.ltl' ....

In'l.lUon r "te •

5 Yf"~r 1 'i Yf"~r

Real

5 y~ar 15 year

\ \ \ .'
j i, ·111

\ \ , I

\ I Ii

r 79 '~. ,.:

f_lO III prill' Itll1trlll rt'\'il·\...·... tl\t'r tlll·!.l .... t tl

yl'tlro..;. nrW/\l ,lilt! (lITFR hoi\'{' tt ...cd .\ 111.lfl II"'\..

prVmilll1l ill tlH' r.lIlgl· tll.l' hl,I' I hI' \1\11 ·... \·d

77

l'.lkl1l.1h'd.i'" ,W .lrltltl1ldil ("'IIll~'ll'lllr gl'111l1l'!rll

11lt.',111

thl' I urn'lll "Ill' lit I Ill' l'ljl1ll\ Pf\'IllIUlll 111.1\ h

ll\\,\'l'r Ih,lIllh,llll1l!,lh'd Ill" ha...IIIII"JI,· ... lIlILIL il"'11

.... tOI,k Ill,Hk.d d.II,1 Ri .... k pn·IllI,I.I .... I\lgh " ... h ,,, 'I

do nllt ,1ppt'"r 1;1 hI I llll"'I ... h'1l1 \\ 1111 11\\ \'-t, of

ilf ri ....k ,l\'l'r .... hHl. ,I Illt',''''IHt'd bv ,dh'rn .. tl\ t

ml'lhod, TIll'n' I ,d ....n ....nrnl' l·\ldl.·llll' t<1 .... lJg,l!,t· .... 1

th,tl ri .... k I'n·nli.1 \',lrv o\'t'r 11llH' h'fI'\,I"'t-.. lof

rl'qllln·t! n'!llrrh 1\11 l'qllllll·.... \ .. 1111 11 1"l,1.lh· rtll;! Ib "11

t·ljUitil·... til tltlll'r oh"'l'rv,lhh' "t·rh' .... "'111 h .h r\'lllm"

un otlll'r tVpl· .... of "'"'ltlritv. pru\ hit, t· ... llIll,lh' ...

hH-\-'.Hd .... till' bptltlll1 l'l1t! pi lilt' 4' In H' r,l1lgt'

E 18 !-" .... Iim.tll' ... ill hi ... ttlrit 1"\\(·........ rl'!urll'- 1111 l'lllllt\.

Irnmlhl' t II<. (1"-; ,llld l,ql.111 r,1n~:I' 1'1'''''''''' 1.0: jl' \ll,j

q.~, 1' ... 111 ll,l It''' \,dl Id,lh·\1 "\l'r·,,]\,q((·[ 111,11111'n

rt'll'111 pt·rlPd ... , 11""111):, IIll' I X.M Illr till' l ;l~ ~:I\l.l

... lIght'" !\l\\t'r r.11Ihl·11Il"tllll,lll' .... (/I ~ tIl -: ';

l·quiv.lll'lll t· .... lllH,\lt' .... Ihiltg 111l' ))( ,M !tlr IIIl' UK

... tpl!'l, 11l,1r"'d dp 1l11ll'lr.i .... t TW(l non'1l1 ... urn·v'" III

lllnd 1l1.111,l~l·r.... til Ilw UK ... llggl·.... t Ih,ll 11ll' n ... k.

pn'miulll r"It'"rl'l1 till t·quIIII· .... Ill,l\ 1,1.' .1 .... 1(1\.. ,I'"

:::' s'; til 111', Ito\\-"l'\'t'r, lhl''''t' '''\If\'l'Y''' \\'t'rt' h.l ... t·d

IlpPIl rd,lll\I'lv ·,m.111 .... llllf'h ',1/\'- .Ill.! :\1.\\ ill'l h

rl'li.1PII.· IIH' \\'l'ighl tlll'\'idt'nn' Iltllll dl.Jd\'lIlit

.... ttldit·..... ll Ih, ......Ugl' "'lIggt"..",-, th,lt !Ill' '" \r~,.f p, ~

11f\·lltltllll Ill"', .lhll\\, I' l'llt 11, It'\\ X

Nominal

S year 15 year

II. Il ·1
H 11 H H

I I 1-'
/ " ,I H

'·'111,

f II I, If ., l. II IIII I, II ·IIH)I !\1111'

% per annum

() I,nql.'yl'r

Period:

Not.

l,nl',IV"1

AlIt·! It 11l.llllll, 11\j, ,'llpl'.llll!'fl!

(I l.l-"I'.iV' 'I

J', 1.1'1 "I','!'!

HI 'f! Ht' HIlL tiltH I II\~ .11 1)1 j\lln, 'I II

[,15 II i .... pO....... lhl{·lh,tl ml'diulll" ,lilt! Illng-h'rm

Iltlll1l11.11 gill \1t,ltI ... IIlI \lq~l\r,,!I' ,I rI ... \" 1~H'll1lllm i\\'I'r

,lilt! .lhon· ....hllrl-h·rm \,It'ld ... III ilrlll-r Itll'IlIl1J'lt'Il"',lh'

lI1H·.... ltlr.... Itlr 1I1hcrl.linlv ,11~\\J1 1I111.1111H1 III fhl'

botltl1l1 h.llt pI 1.11,11.' r I. 1111' ri ....k pn'lllltll1l h.p. bl'l'n

,t ......ul1lt'd Itl hI.' \I;', I(lr lin'vl',H gill llld 10': I'pr

fJlh'l'"-~'l',lr gilt .... !\JtlllllJ1.11 gIlt nt'ld ,lilt! implil.'tt

Illtl.llii.ln f,lk !l,1\ I' l't'I'1l ,1dl'l"'kd .11 I IIrdmgly. ,1I1d

il h,l'" h'l'l1 ,l llIllt'd llitll tilt' 1I111.111PIl ri .... k prt'lllltlll1

1.... lH'gligibll' lor Illdl',-llnlr.t'd ...1\1\ I..

r 26 Thl' p\'l'r,ll1 r.1l1~t· tnr lilt' n·.,1 ri ...k·fn't' r"h' Ilf

rdurn td11', III -l 0', llllllp,ln'... \\'lth.1 r,tI1gl.· \II

""(~. tll"'\~' 11 ....nl b~ 11ll' ~lt111PI'\IIIt.· ... ,lilt! Ml'rgl'p"

(\lnHl1l ...... It\lll~1M( llll '! ... n.'l,pr! "!' o..,t_dtl·.'~' ""dr;'

l.lt-lIrll ph (,,",llIl f'llbh ... llt·d III M,lV 14~~

''''''/1/ ,., ..." I,n',,,i,,,,,
E.17 Thl' m,Hkl'l ri .... k pn'lllilllll l .lll lx' (,... lim.llt.'d III

tWlI nl.lin \\/,1\'''', ,1'" di ...n .........et! III IIll' prt'\'ilHh ...uh­

"'t.'diun. Thl' ~t,11ld,\fd ('AI'M ,'ppro.ll·h i~ ttl

t'lkul.lll· tht· tllLll rl'lurIJ (In l,ljllilil·.... i.I\Tr .1lld ,ll~l\'l'

n'turn~ 011 ~i11o., f(lf .J glVt'll p" ...1 ~"l4.'npd Tht.'

.11lt'rn.ltin' .lpprn.lt·h i ... In 1I~1' Inn·l'.l .... h or illVl.... ltlr... '

required r.lll'S ot rl'ltlrn tin l'tluitil·.... , .l~ r.lkul.ltl.d

ll~in~ 11ll' IX;M E.lt.'h 01 tht.'st.' nwlhods ur

l'stimation C.1I1 gi\'l' vl.'ry diHl'rt'lll .1IlSWl'rS

dl'pt.'llllinh Ull Ihl' pl'ril1d O\'l'r which lilt'

{.tkulatulTls .1rt.' pt'rlt'rml'd, .llll! dt'pl'l1din~ (Ill

\\'1ll'tl1t.'r o1Vt·r.lgl· l'l(l'I.' ....... rdurl1 ... OVl'r lin1\' .1n'

E_22 TIll' rt.'.ll ri ... Ir.-ln'I' r,ltt' (If rt'turn wllllh I ....

IP'bl .... Il'llt With 11ll' nUltllll.\II,lh' l.111 Ill' t· ...IIIl1,lh'd

frnm 11ll' vidd ... lilt mdl·,·!in"'l'd gil"" III "lT1111.t1

1ll,1lurity TIlt.' imphl'd intl.ltltlll r,lh' I'XJlt'ltl'l1 h\

illn·.. tnr.. (I\'l'r till' 1"It.'ril1d l-.lll tlll'n hI.' 1·,lklll.lh·d ,1'"

Ihl' pruportioll'lh' diIlI.Tl'lll\· ht.'lWI·t.'1l 11ll' tWII

Ui","-'n'l' ""'I,.,t ""/"""

E.13 A further l'tlmplit'.lthm blh,llllll' 1'~lil1l.1h..d

post-I.n risk-frt't.., r.lh· .1I1tl tl1l' implied inllcltitlll

hlrl·(.l~t lkpt..·nd upon 11ll' t,lX r,ll\' Ih.lt I" .l ...... llllll'd
for thl' nt.lr~itt.ll invt.'.. lur, sinn' till' hilt \\·hirh lltll·r....

till.' hi~llt.'r posl~t.lX vield willl:ll' differl.·nt for It'nl

r.lll' t.1Xr"Yl.·rs tlll'l1 for h., .. il r.l'l' t.1Xp.lyl·rs, ttlr

l'x.lmpll'.

E.14 T.lhlt..· E.I give... ,lit IIldit.-.llivl' r.l1l~1' 11( tht..'

ntll11in.ll .llld n·.ll risk-In'l' r.lll' ... ot rdurn for hil"" lit

E_11 TIll' nOll"lilMI ri~k-trt'l' r,lh' III rl'lllrl1I"';

tvpit-.lllv l.lkul.lh.'t..i .1'" thl' vield Oil fiXI'd-il1h·fl' ....1

gO\'I'rnI111'11Ilh'ht til .1 l'l'rt.lI11 11101ttlflt\'_ '1 Ill' d,11llt'

til m.lll1ritv dt·J~'nd... lIpPIt till' lil1W hllri/Pl1 p\'l'r

\'\'hidl till' ri ... k-lrt·\· r.lh· i .... In l"lt., l·... lim.111'd, I'pr

(lI·-n·I· .... pUq'''...I· ..... thi ... might be tl1l' II'nglh pI IllI'

Ill''\t I'ril'l' l"tmlrol pt'r1pd, Ii' .In llind ; \"l ..n .... (.rl1 ......

fl'lh-mptitlll vidd ... till gills pt Ih!" 1ll,1I\1f1I\' ,In'

l'l1rn'ntlv .1r(ll1l1d 7.h', lilT ,l II.'Tn r.lh' l,"p,l\'l'r

IIt,wl'\'l'r, tnml liT' ... Ptlillt pi "il'\\',.1 llltln'

,1pprppri.,1t' 1l1.1lurilv I11lghl bl.· IIlll' whh'h

1·llrn·... I~llllt ... ttl IIll' ,l\l'r,lgt'!ik III it ....1......\'1 ... o..;il1U·

thi .. i.. l,lIrlV 1(l11~. \'il,ld ... lill gIll" With 1Il,llllflllt·... III

l'xn· ttl Ir; yl.·.1r .... \\'tluld lw .1Il,llll'fll,IIl\·l· I hpil'l' !tl!

till' ri k-In't.· r,th' III rdUlli (,nl...... rnklllptil.llt Vll·ld ...

PI1 gil lit Ihi .... 111.1hlrllv ,I fl' lllrrl'nlh' .lrtllrnd ;-\,4'.

I\lr.l /l'l"(l r,lk t,l'p,l\l'r

Post-Tax Cost of Equity

f .10 In thi ... ,,"b-sl'diun, hi ...toril-.lll.·...tilllt1h·~ (If 11ll'

n""t 11f l'tl"ilv to BT .In' built up trnm il1di\'idu.ll

componl'nt .. pt lhl' CAPM Inrl11ol.1 l'xpl.tinl.'d .1~'\·l',

.1Ild (omp.trt'ti to h)rw,nd-lpokil1g 1'....I1IlMtl'.... h.""t·d

lIptll1 till' IX;M .1ppn,.h·h

INDICATIVE ESTIMATES OF COST
OF CAPITAL FOR BT

1>1 j( II II 1 ,d If']I 'f ( II I It r 1111 )11 IIII 1I I'. ',I I VII I 11111 I I I'"26

E.19 111 1111' .1hst.'lln' of spl'dtic infllrnltltioll tm till'

inh'fl·... t r.ll1·.... heing paid hy thl' tirm in qUl'stion, IIll'

pre-I,l'( l"tlSt 01 dl'ht is lypil'.,l1y ralcul.lh,tJ hy

,1t1ding.l .... 111.111 n,rport1ll' ri .... k prl'miulll ttl iln

l·....tlm.llt· of tilt' ri .... k·tn·l· r.lh· 01 rl.'tllrn, .1~ pnl'dl'd by

1111.' rdUrl11111 gtl\'l'rtltlll'lll dept u"'L'd in 11ll' (!\I'M

l"kul.llitHl

1\,- /1./ I'" I _~.

[ 18 Nl'\I,rtl1l'lt, ......... "'ll1ll' ()I-"IIOI Iwl·d .... tt \ l',lInd,lh'

H!· ... '_ 1""1 'II ,,'lpil,ll tlVI'f Iht· Ill',1 I onlrol Pt.·r1(1~1. il i ....

11ll!'tlrl.1I1t III !.lkl· .hCtHIJlI pi t\lrw,lrd-h'tlking

t' ...11111.111·.... \· .... pl.·I'i,'l1v 111 lilt' lighl UI\'Vldl'lll'l' th.ll tilt'

I'{l... t pi .('il.ll tl.'nd ... 10 d",ngl' tl\'l'r tilllt.'. Indlc.ltivl·

t· .... tim.llt' ... 01 Hr· .... co... t lllel)uilY lit'rivl.'d frol1l thl.'

IX ,M ,Ht' llh'rt'fnn' pn·....l'l1h'd .lltmg... idt.' CAI'M

e ... tilll,th'... III tl1l' tolln\villg ....t'ditlJl ....

(",/ ", ,/..1,/

f 17 lilt.' 1ll,'il1 dilfinllty wilh thi ... typt· l,f

1,1h"111,'1101l i ..... lilolt It i... 1l1'l'\·.......,lrV 10 lnrlll .1 vil'W

.lblllli ill\'l·.... lor... · I·'pn-I.ltioll'" nl tulllrt· divitknd

gn,\vth, .1l1d thl' ...l· 1"Jlt·d.llill'h .In· thu.,lIy dlllkull

III \'Ill-It With ,1I1Y dl'~n'l' til ,h lur.hY !\1l;1ly .... ""·

Inn" .hl ... 01 lllilln' dl\'llklld .... till .... h.u\'... illl.lrgl·

\·Pll1p,lIlil·........th·11 .1 .... B r l-,1I1 ht.· u ....l·d .1'" (111 indK.llor III

Ill,trkd l'Xlwd.llllllb 01 tuturl' dividl'nd growth.

11t1\-\'I'VtT it i .... tl'lI, ...IUllhlhll' whdh\'T suHkil'llt

Illdt'pl'l1d\'nl IUft·l·.l .... "" .Ht' .1\',1I1.lhll· In prn\'idl' .111

,Ill t1l".1h' l· .... lim,lk pI' HI" .... 1'(1...101 t'qtlliv !\ lllrlllt'r

pn1hkm \\'Hh Ihi ... h'l hllIq Ill' I... th.ll ,m.,ly ... t ... '

IIln'l ,1 .... "" d\l IHII tvr'il".lllv t' .... lend t.lr hl'vnnd twp

n"lr... Illin 111l' lutllft·, ""llb,11 t' ... lilll.lll·~ tllS .Hl' \Try

""'l'lul.lll\'\'

wlwn' "" i ... Ih\' dlvilknd p"iti ,11 liml' 0 and II,. i ... tilt.'

... h.ln· prk,' .11 lim\' 0.

"f 16 In 'he firl1l-"'pt'l'iti\- \"\'r"HItl oi Ihe Illl'l\kl, lhl.'

tlrln· .... n""l nll'quily i .... ,,.....ullwd 10 lx, el.llI.ll tt' til\'

dl ....l·tHIIlI r,lle whil h, whl'n ,'pplit'd 10 Ill\' t'XJ"lt·dl'l..t

lulufl' divh.knd ... on ..1l;1n·~ ill th.lt (l)ll1pilny, ll1c1h·...

lilt' "'lIIn nf till·...,· dividend ... l'qU.,llo tht.· nun'nt

... !l.lrl' prin·. Mon' .... "Hplv. if It i 1~"'\II11l"ti that

dl\ld\'lld....1rt·,·'pt·lll·d ttl gnl\· indl'finitdv ,11.m

.1111111,11 r.lh' X' then till' lo...1 ul l'q1lity to till' firm C,ln

Ill" ... hll\\'11 til 1"It., gl\"t'll hv



r"b'.. E.1 1.1 ,·1 [ j'l/;' ill,j!, 'II" , II 1- I'

CAI'M

Equllypre-.m 4 4 (, (,

Equity 8fta Of, llll (J f, Oft

'llt perannum
Nominal I I lIN 7 1 7 'I

" 1
'J',

Ifliltl 94 I II I Illf. II H

Real Il'w 4 (, ',4 " Ii J "
1I1Iiti ·,f, (,4 f, H H fl

" l,lIl~" "I 1<,"1, I" 4<'", III II", SI tI: '\'I'"rt. O'T.... :,
!luti.,1 vi,,\\, i~ Ih.ll it would 1101 Ill' iustih\'li in

nll1~it.tl'rin~., Ill.uk..•• risk pn.·miun, ~n·.lh.·r th.," h'i;.

In th.., l'Stim.ltl"~ 01 nr!'oo "" ..1,,1 ,:,'pit.,) tholt folluw, .,

r.ln~\· ur 4'/; to h',; i ... 1I"ot'lt.

, ,,'"11, H,'I"

r J' TIlt' \',Ihl\' (I' nT....."tluiIV Ik-t.l nll'.lsun", tilt'

vnl.llililv 01 rdllrn... nn nT'.. ,han', t:tlmp.,n,' In

rdun" 011 till' ..Iud, lIl.u....d ItS.l whol..·. II will ri~'

with Ur... ...tl'ht/t... luily r.llip, sinn: ,1 hi~l1l'r It'Vl" of

gt,.lrill); impli..", IIMl .1 ~i\'l'11 dl.1n~t· in prufits will

h.wl'., ~n·.'h'r imp.ld on 1Ill' n'lurn... 10 hold ..'r... ul

"'lllit\'

f t I llll' \'!'llinl.1ll'd \'c,lul' 01 nrs fl.--t., v.lfil....

d,,)lt'n,lmg on Ihl' linll' p,'riot.! nVl'r wllldl it i ...

11U',''''UH'd .wl! 011 wl1t'll1('r lnlllllhiv nT d.lilv ..h.1I'I'

pri\'(' inlllflll.lli\1U I' ll~l·\t. Ill.II1.11"II,.,· ~i~nili,.lnllv

hi."t"t it "'\'l'nl,' p""llIn' Illo'lor d1t1n~l'~ in 14t.·t.,
Whllh vi"l.lll till' .'''i''il1l11phons upCln whkh IIIl'

l'!\I'M n1t'lhl"hll(l~v is fUlllh.ll'll F,.,mrh..-s Cll' sud,

\,\''''nl' mi~hll",' Ihl.' .. lOll.. m.lfkd l'r.lSh PI' 14M7 .1I1d

lilt' gt·lH'r"II·I,,,·lion.. of l"tH7 .Hld Ilt4::!

, I I I )XI:~i\ .1IId IllS Wi,~ M,1II,11;"n",nl S,'rvin'

l.... lim.'It'.. lit nT's ""Iuitv Ik·I••. t1...in~ munlhlv d.,I., h'f

lI", ti\"'-Vl·.tr I""ri'lll l'nding III M.nt .lud Itlill.' 1\It,,;

Tl'''pl'dhTlv, "n' IPn eHltl 0 "'"I, Thl~' .'ppt.·,u In I~'

robtl ..t ttl tI", ol11i ...~ionllllhl' 1'142 ~t.'l1t'r.lll·ll,,·titH1

f 11 Ihl~l' l·...hm.llt·.. of l'l)lIltv Ikl.l rd.lh.' 10 ~n

(;T01lp. In till' 1"., ...1 .1Ill·,linl41h· or tid., tor liT ~ ;rollp

h.l .. Ilt't'11 "sl·d .lS.1 H'.',",Ollo1bll· prllx~ for Iht' Lk"" lor

thl.' prin·-nll1lrolh.·d ,ldivitit.·s. II0wl'vl'f, nl"~ Rd.l

h." ri .... ·" sinn' Ihl' hllw nl Ill(' I.lst prit'l' nmlnll

rl'\'il'w, prOI'lclhly Illtlinly .ls.' rl'sull of Ihl' l·"p.,n...inn

01 il .. I1tHl-n·~ul.lh'tt husinl's.... This is likt.'ly to hl'

IlHln: Ti ..ky th.1I1 its prir...·nmlnllll'ti ,It.'tivitil'S, for

Iwo Ill.,in n·.lSOIlS. Firstlv, sl'rvin'S in whh.-h BT slill

ltel...1 ,f. ·~n't· 01 ll'lolrkl~1 powt.'r will Il'ntllu lx· It:ss

risl..v llteln sl'rvin's whl'n' n'l11pl'lition is bt.'Ut.'r

dt.n'lupt·'1. "iinn' prohl'" (nml Ihis sourn' will It.'nl1lo

I'll' It'sS vol.,lilt'_ St.'t'ontllv, h.lsi\' h:It'phony SC,·rvi'l....

,tTl" mon' likl·lv 10 ht' ',:ss,:nli.,I', il11plyin~ tlMI

dt.'IlMn,t lor 11lt'111 i~ Iikl"ly 10 IIl1dtlllh' hy Il~ss Ihan

.IV\·r.'~l· ,IVl'r thl' l·ydl'.

18

I ('. This StlAAl"Sb IIMI Sl·rvit..·..•... Ih.11 n·m.lin

uulsi...tt'.t larilt ll.'sl..d will Il·Il...1 10 h...' Ill\ln' ri ...ky

lI",n Ih"M' wilhin .1 ...."k.... II i, 1I,,'n'lun' Iikdv Ih.ll

lilt' implidl Kt'l.l for lIT's rril't··,:nntntllt'll .1divitit'S

will ",. I"w,'r lI",n II"" "I KT (;rnup. OI-TI'I.

inll'l1lis t(lll~' " IJt't" or II.MlI in ils l"Stim.ltl~uf till'

't"'l~r.tli HtSt Oll'.lpil.,1 tor liT Croup. hul will

l."OnSill,·r 11ll' "fll'\'1 01 n'l1t1dn~ this in I1ltM.tl'llin~ tilt'

prin' nUllnib

f J(l I\s ,111 iIIu...tr.lli\'l· t.·,.II11plt.·, tlw t·nl·d 01

n'lilldn~ tilt' v.,hll· ull"',:I.l loll.hU oil 1Ill' ('(,..I til

l'\luilV i!'a shttwn in tilt' I.lbll's whidl 10110\\'. This

li~lIrl' is within tht..· r,H1~t' of O.t;C) Inll.hc;, lI"l'tl "'V lilt'

MMC I"r ,I", '~llIilV 11"',1 "I Sill·', ,''''dri, IIv

tli"lrihulion hll~illl'SS, Ivpil-•• llv vit·Wt·d ••~ I~'in~ tl'

lo\\! ri..."'. TIlt' Inlt' Ik'l.l (II nT', I'rin'-"nntrolll'd

.ldivilll·... i!"o lil..dv 101,111 ,o1l11'wlwTc in bd\\"I,,"nllhO

.1l1d O.HO.

Iii \ ."1",,,,' .. ·..:,·, ,., tld/!

I II TIU' t'Slim.llt' 01 till' 1'0...1-1." n"t til "qllih

dl·P~:Ilt.I.. \m lilt' vil"\\ l.ll..l·l1l1l1Ihe ..i/I· til .111\, I,,,

,hh·.lIt1.'~t·... 111 dl"hl Itl I.... , IIbl,li'H·d b\ oll,dli,,~

IIIIt"h·..1 p.""I11\'I1I...1~.1I11..1 ,prpnr.1Ittln t.l' l !nd,"

thl' U" impul.lliol1 "V,Il·1II with ,hl\".lIh'l·

,'orpur.,holll." 1J\<' '11, Iht' 1.1\ 'hi\'ld .lltordl'd b,

tll'hl i......i~l1ifi\"lnllv n·dun·d nll1'p.1f\'d 10 1Ill' lI~,

ft,r t'\.,101pl"_ II is ,ll!"oo po,...ihlt.· Ih.ll .mv ft'm.ll1lill~

l.n .,dv.,nl.l~l' IOlkbl i, l,lptUI't'd hv I\'n\.kr.. III Ihl'

IIIrl11 III hi~hl'r inh·ft·... t T.lk..

I III In T,lhll' F.2. Ihl' f.m~l' t'll·...lin"'h·.. ot Ihl'

pn~t-l.u nlSl 01 l'tluilV indutll.... ",'l'J1oIril" ill whid, II

i... ,lSSUIlU't1 Ih••1 1I1l'Tl' i....l I." .llh·.H1l.1J!,t' 10 lh·hl .md

~:t'n,lrit\S wlwrt, i... it .,..~unll'll th.lI .1IlY 1.1X

"dvallt.l~l· i~ ""lphlft't.l hv Il'ntlers, Thl' l·...linlcllt ....

lkrivl't.l fntm Ih.' ('APM lor l'"dl r\Imhin,llinn 01

t'lluit~ ri~k pn'mium .1Iul l"luiIV Ikt., .,Iso n·ill·rt till'
lull rlln~l' of f\,.ll .lllii llunli,,,,1 risk-tfl'l' r.llt'S (il'

with .1Iul wilhulIl .11' inll,Hion risk 11t1juslml·nll.

.. J9 In thl' I.,hll', t.'~lin",ks of itT's nISI uf l't.luilV

whkh hl'Vl' ht'\'n tlt'riVl'd tlin'dlv frolll till' IX;M

.1fl' shown .l~.' nllllp.lTi~on1o Ihost' built up fnm1

thl' variuus l'tnnpulll'nts III thl' ('""PM di .....·usSt.'lt

"htWl'. TIll' reln~t' of l'Stil1loltl'S from Ihl' I)(;M

.", I·

rl'r1l't.·b rOfl'(.l ..l... of ,'"IUMI tlivilknd ~rowth r.ltl'S

from hrokt'rs' nTorls ill Ihl' r,ln,,;"' of ,1'1, to h'" ,

.lpplit.·d 10 nT's nl'l dividl'nd yipld (..t.YI, to 4."1' 1,)

l·,lkul.lIt'd .ll \'.'Tlo" ... point-. in linll'

Post-tax cost of debt

[,40 11i~lori..-.ll t·\idt.·nu· 'lI~~t.,....ls that 'hlul' dlip'

(Orp,'T.llt· dl·hl nlfll111.1Illlo••• ris!" rn'miulll of

•• ppn l ,im.lh'lv tlI1I,' l"'lf 10 Olll' r~.'r n'nl hi~hl'r Ih.m

II", ri,~-Ir,,' r,lk In II", Sill: rt'f,orl, II", MMC II,,~I

i\ T.H1~l' pi 0.1'; ttl 0.7'; for 11ll' rn·mium. In 11ll'

illdh.lti'·I·l' .... finl.llt· .. III nT', \\'t'i~hll'tl .wl·r.l~t· ,",,,I

ot ",lpit•• IIIMI lollo\\', .111,';'·; nlrpor.lll· risk

prl'mium h.l .. (It.·l·11 "st·d. In ordl'f hi nlllVl'rl thl'

rl·...ult.ml pTtLt." "lIsl of dl'hl inlt'., PU~I-t,l,( r.lh',

n lrpor.llion le1\ .11 11'; helS 11\'t'11 !"uhlfildl...l.

Post-tax weighted average cost of
capitallWACq

E,41 In lilt' c.l!cul.,hon 01 lilt.' ptisl-l.l,( wl.'i~hh'l.l

'l\'l'Telgt.· ('osloI' l'.'ril.11. wl'i~hts t..'llt",1 I" thl'

propoftion ot dl'ht ilnd l't.luilv hnann' .1n' clpplil...i tn

1Ill' posl-I.1X "-U!"ot or llt·hl and "lJlIily in turn. It is

UMlolllo 1I~' m.ukd V•• hll·S of dt.'ht .1I,tI l'lluity in

Ihis r"kul.lIiOI1.

,,\,'i"-""II,'II/" {or ,1,· ... i,.,,',',· g"I,,.;II.\:

E.4Z In thoSt' Sl~l'llc1rios Whl'rt· it is .1ssumt...i thilt

tlwn' is Il t.1X ih.iv.,"tcl~l· 10 tid'll. it nMy bt· .1T~ut.....1

th..1 HT could fl·dlln· ils \'ost of Glpit.ll by inl'n·.lsiIlH

ils ~t',uin.,;, liT's l'urn'nl ~l'<iuin~ Taliu is anlUnd

I~'Y.,. OFfEL inlends I" mn,ider whdh..r Brs

wl'i~htl.J ilvl'r.lgl· t:ost of l'apit,ll should ~ a"tjusilod

1\111 II '. I I" I. till t. II ! I II II Ir ·1111 If I

DGM
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tlownw,tnl.. III rl"rll'd lilt..' 1.ld th.11 it IllotV I~l' undl'r­

~l·.lTl·ll. Ilo\\'l'Vl'T, inili.lll'stin",h's sll~~t'!"o1 11",1

l'Vl'n .l I.lf~l· inrTl·.lsl· ill ~l·.lTin)!. rrom l'urT\.·nl l\'vt'l ...

10 ~lf,{ wtluld dl·lfl'.ISt· lilt' Ptl~t·l.l" WA( -C by .,t

most O.C; pl'rn·nl.'~l· poinb in n,.llll'rm~ .1I1d 07

pt.'rn·IlI.1~l· points ill nomil1t1lkrm<.;

E.43 1\ poh'nli,ll1y mOTl' imporl.lnt i"~lIt.· I'" II BT

..ignilk.mllv inlTl·,I~·t.I iI~ ~l·.lring ht·yond tlMt

which mighl ht: nmsidl'rt.·d prudl'nl. In Slh:h

drnlmsl.l11l't·S, .my t.1\ .llh·.1nt,lgl·... fnm' highl'r

~l,.1fin~ ll1i~hl ht' tlutWt'i~l1l'tIhv thl' highl'r risk

pr\'millm d",rgl'd hv Il'ntlt'rs .1Iht " hi).!,lwr \\1'01 01

'·\juily. (liTFI \\'nliid not .,lIow .1ny iIKTt·.....l· in lilt'

l'osl or l,lpil.lI ,'''.1 fl.·sult (1( Ihi ... t..ind Cit Im,lIhi.J1

n:strudllnn)!.lo.1Hl'd this or ,111'" lultln' pTllI'

t.:llllln,1 n·)!.irnl·.

E.44 "(.lhll' 1-1 giVl·....111 indil.l(i\'\· r.111~t·ltlr nr...
po... I-II" \VA<"t !\g.lin the r,lI1";l'" tllr (',1\11 \.1IIIl' III

Bt.·I,t ,1nd t'\I"ity ri,k pn'miul11 rl'lh:d dilh'n'nt

,1~s\lmplions .Ihout Ih\' I.n .hl\,.mt.lgl·" lit dl'hl,

difh'n'nt ri"''''-t'n'(' r.th·... , ,1" w\,II,I" .,djlhtl1h'I~I.. !\)f

hiv.hl'r gl',lring h·vl'l ....

E.45 1'111.' indit',llivl' r.lng\.' llf l·.. tin1.1lt'.. tlf thl' rost­

I.u. WAll' tOT nT Croup \Ising Ihl' (. -AI'M with,l

Bt'I., nll'ffit-il'nl IIf IU~ i~ 7,5"/, to .11,0'1, in nominal

l~rm8 and 5.0'Y,- 1o 7.3"/" in rPal term!;. Thi~ r.m};l·

m.lY Ill'l,tllo h,.. ,ttijustl'l.i tlownw.utl .. to giv\' ,. ((""I

or l·aril.,1 for tl1\' prin'-ronlrollt'tI .,divilil·s. As ,m

i11l1stmtivl' t.·'IIt,mpll', 11ll' Ilhvl'r \'lltll)lllw r.1I1).;l·

woult..t fll1110 6,8"1. in nominal t('flns 'lI1d 4.J"/, in

real terms if., B...I.l n"..rtkil·nl 01 O.h \'\-TTl' lIsl'd for

lIll' prin'-nmlrolktl .ldivilil·....
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E.53 ~.11t'... of relurn (Hl .111 in\"t·... II1h'l1t Ilrtl~'ll ,In'

tYri..-,llIy r,lh ul.ttl'd ,1 ... till' inlt'fll.d folk III n-IIJrIl

<IRH.), This is tht.· tli ...n)lInt r.lk \",hid1 (·lJ".lh'... till'

n·Vl·I1tIt.' ~ln·.1I1b of.l pro;""tt with ttll' l"thh III tht'

proit.·..... This Illl·.lSllf\' n·qllin·... ,111' initi,ll .1I1d

Il'rminal "nmomk v.1111 ... of tilt' .......d f,.1~t· (,11 Iht'

st.ut .111d ('ml ur tilt' pl'riot.f) .1S wdl .IS Ihl' In'l' "- .J~h

nows in t'l1rh Yt·.lr or Ih... pt.'riud, R,'h'.... oJ rt'ftlrn

t.".lkul.lh,'d on this h.1Si, afe dITt,( tty t(lfllp.U.lhk

with thl' rl'tllfns n·tlllin..d hy inve'olor.. ,1I1d 1t'l1dl'r...

in onter 10 intl1Kt' Ihl'l11 to supply lIlt' n~'ll'~~.lTY

(lInd:-;. Fnmomic r,lh"; or rdurn llwrl'llln' h"Ill'lll

(nHl1l,.,.'iIlA dirt.'dly Ull11r,n.lhh· With In' ... ( .....1111

'·,lril•11. as t·.llt-tll,tlt'd hy .lIlY of lilt' l111'thpd ..

disrusst.'ll in Iht' pn'\,ious sl'dioll
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III APPROPRIATE MEASURES OF
RATE OF RETURN

E.51 lIh'rt' .In' h\'u l1l.1il1 pplio,,,.h (ulhl' 11h',l~lIrt'

01 lilt' r.lh' (II rt'furn III bt' Iht'd ill till' lill.lI1n.J1

nU't'dlin,.; pron·..... t'\'tll1tlf11lt (II .10 lltllllmg. r.lk... pI

n·hlr.,.

Economic rates of return

E.54 Mt',1suring l'ulI1l1ll1it' f,llt'... of rdllrn \vCluld,

howl'vl'r, raist, .1 Iltll11l11'r Hr pr,ldK.11 ditfindtil''''

1"1 ""1""'11' !'I

OFnL

I,ow HIgh

f f'I(, 40llj,

'* ,)'If, 1.Il'w,

01, Ott
4 (.'k, Ii O'k,

1'.0'\1, ',OO'i'!.
O'I'Ii, (11)'11,

J ',"~ i f Il~,

'1 t .~. / i%

" /" Ii fi'!\,

, I" "" I I'''' I." ~~I\' I "to II ~.! I., ,h ,,~, .J ,h" , Iii.. I" ,'" I' ,. ""1" ",,) I. ',I' \ ,f').

"·,1 ,h ,,,"t''''!> I'"" I. .. 1f'"I! I'" 1,1. ,,10",

I; !" " ' II" '" '!,III~""! """ IIJ ,I,,,,,, '" II,,· 1",1

1111.11111.11 11)1,,111111101

.l,t" • ""f' I""t" I'

·hll, " ", I." ,,'.1 'I' ,,,,,, I ":1'" ,,,,, •. ,

It" "..IM' """1" ! .., '1", I d.'I.'

"1111 '''''f' ,II''''

k("tl 'l\k flt'l' r,tlf'

(,/llIly Il\k 1lll'rlUOIIl

~ q1Jl1V U('ld

PrJ\ll.t" ((1\( 1,1 f'lllur~'

('I',tnnq

(>l'lllpll'mll",'

1"1\/1.11( fo\1 01 cll'fll

kt',II Pll\l I,ll( WAc (

RI .. ,1 f'r,· "Ill Wi\{ (

Notn:

'". I

Tt'"lblcf,S '1/11'1,.1,< tl'" "1 i'

III ' I"

f.51 A f,n'tlkdt'\\'n tlllhl' t'lmlpt'IU'nb tlf tht.· r.ln~t..

of n)~1 o( l·,'pil.ll (-..;lIn1.1I..., (or liT is rompiln.....t with

tho,... t ed b~' lhl' MMC tnr ~';~.-ntti... h I'vtin\-

F1pt:lrk· di"'lrihuht'n hU~lI1l''''' III '1~lhll' 1-'5. It is

IInporl.mt Itl noh' th.1t tht, h\'~1 hll'in........l'S would

110t ht.' t·""r~..d\.'d 10 h.1\·t' thl' ...HlW to,1 illt'.lplt.tl

"in(t· they h.1\'\.' difh'rl'l1t ri~k dlo1r.ll'tl'ri ... tit.-s imd

gt.',tring r.,tin,. (lFITI ,' ... widt'r r.mg.\.' ,llso Tl'f1t.'cls

IlIln'fl.linty .1t thi~ SI.l";'" over tilt' si/l' ofthl' t.....luity

risk pn'mium, tilt' 1\.'\'l·' or t.lt.-sir.1PIt.· ";t·.trin);, .md

tilt.' sil',t.' ltr th... I.n adjustmt'nt nt.'Cl·Ss,try 10 t..krivt.' ,1

1''''-1... WAle O~TI'L hopt., to ren'iv,'

"uhmission!" on thl' indk,lhvt.' r.lngt.' for till' pn'~t,1J(

WI\C(' .lntl ils nmlront.·nls ilS <1 Tl'Sllll or this
\'onsull'ltion t.·xl'n-ist.,

prin' ulIllrlll pt.·rind \,:.,\Ild llt., Q.2 f l, to 13.4'1, in

nominal terms .1Ih.t 6.1 'I, to lUI';' in real tprm~.

I\g.,in .•1....111 iIIu",lr.lti\·l· e\.Hnplt·, til\' IO\\'l'r l'nt.1 or

till' r.m)!,t· would 1.111108.4';' in nominallf'rml'i< .lnd

5.2'1, in real tprm~ I' ,1 Bl'I.l tudlint'nt of 0,(, Wl'Tl'

""'t'd lor llu' pnn'-ltll1trnllnl .1t."lIVitu....

HI,

1/4
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E.50 Undl'r Ihl'Sl' simplifyin)!, .1 umplion... ,.m

indil:,ltiv\' r,ln~t.· ror 11ll' pn··t,,, l·t 1 ltl t'.lpit.l) Illr HI

(~rnur {usin~ .1 Ht..·I.l roelfin'nl nl n.X) for till' nt'xt

E.49 T.lllll· FA shuw... ,1 r.lIl)!'l· 01 l·... tim.lh·... lor nT' ...

pTl·-ttlX l'Ust Oll·.lpil.,l Ipr .1n illll"'lr,llin' t'.l"'t· \I... ing.

tht.· simplifi"d tormul.l .lbon·. It i ... impttrl.lIlt In

1101(' th.lt tilt.' r.Hl~l' i... Itlliv ,.;i\·l'n IIII' ,I }!,l,.1Til1)!, r.llip

of I ~./, ,11lt.1 dOl'S not il1l'Orllt\f.lt" thl' .'ditl... lnwl1....

fur dt.·...ir.1hh.· ~l·.1Til1~ Ih.ll .In· ....hllWI1 in Ih(' pn'\·iotl-.

1.1hlt.'. nT· ... ,1f1tMI pn·-t.1X WA( -( , lll.1y bt' lowl'r or

hi~lll'r tlMn this r.ln~l" dl'l'll'nding t1Plll1

ildtu!"lml,.,t!" ror dt·...ir.lbll' ).;('.ulI1g .md till' l·.l...h tlllw

lon't·.l''iots ~l'nl'rt1Il'd from tht' tillotl1ti.ll mod'"

E.48 This ,h.till ...tmt·nt i h.l .....·" up...n.l Illlmllt.·r 01
simplify-inA .1sStllllplitlll l'g 111011 .111 pn1hl....1Tl' p.liti

nul .1S dh·it.h·nd .... TIl\' lllrrt'd .1djll ...11Ill'nl will

dl'J'X'nd tHlI'T· ... c.lsh tlow pr till' II\Tr tilt' h'fl".l ...t

pt.·ritk.t, .1m..nA~l olht.·r thing...

tllX .."ost of l'\ll1ity C.ltl thl'1l hl' It\lllhilll·d with lilt.'

pn·-t.lX n)St ur lid'lt lI ...in~ lilt' g,t'.tring. Wt·lg,hl ... to

~i\',' .1n l"Slim.lIl· of til\' pn·-(.l' WA( l

1'/11 'fill \'11 11'1. 'f f "111111 It III. ,II' fl I ',I'IVII (" 1111111 I

!" " r I' \\/i\l' II II hi Ill'vl J.lll! /'
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Tdblc E.4 1:1 !'" 11' \',:\" II!lll!,III',1 1 1'.1 I'll I',

wIWTl' ACT l1l,lf~in.,1 rolh' ll( 'ldv.mH' (orpurati.. l11

1,1\ tl'lIrn'111lv 20',;) .lnd T, -0 m,lftJ,in,,1 rail' of

C\lrpo.-.llinn I.l'\( kurrl'ntly TV,,;). TIll' ildjush.'\t Pfl'~

(I-NTI/!I- II,

[.47 Thef\' i.. no din"d mdhoc,1 of dl'rivin~ tilt.'

nllllp.mv· ... pll·-I.l' 1:0...1 (If ..",'pil.,1 for till' 1\\')(1 prkl'

tlll,lr,,1 pl'rit~lln,m thl'}'''''''-',I'\ '·...linMh.·...

pn.......nlt'd ,11"01;1\,'1', in till' .,t'l"'l'tl,',· lit itlfllrm.ltiul1l1l1

lulon' l'.l h fit 1""'" , t\ ...t.lnd.trd ... implitk.ltitl)1 Ih,ll

l'.Hl Ill' U l·d III derivl' ,In l·...lim.lll' t 11 till' pre-t,l"-

\VA( >(', whit'h (lFlIJ, h,l'" l .....t·d in till' p.l~t, i ... 10

multiply Ihl' P(1~t-t,n ((,...1 III l,t)uily by

E.46 Tht.· t...~linMtl·" of tl14.' nt 1of l".'pil.,) rn "S4.·nh-d

.,h(1\,4,.' ilh:orpor.lh.· 11ll' rl'lurn ,fll'f toil)!, whi....h .lfl'

rt.'t.luin'tl hy in\'l'..tor... tn indun' Iht'111 10 huy or

rd.,in ...1l.lTl'S 111 liT or tn Il'lu.llll\' romp.llly 11l0'll'y.

(ll·TFI lll'l,d ... Itl h.1\'l'.1 nl... ll1t l·.'pililll~ti",llil'th.ll

l.m Ill' nH1'p.,n·d 10 pn·-tOl' TI,le... of n"urn ill tht.'

lillo,"..-i.,1 I1lI)lh·llin~.

Pre-tax weighted average cost of
capital IWACq

T"bl~ E.3 I.



/) •.," .•.• ;"li,,11 I'lf/i. i,· ... ,,, tI,,·I""""II· ...1"'1'1

£.60 In.l l"llmr.lny hill.UKl' shl.'t.·I, ,it.'pn....:i.,tinn

l'hilf~('S n·pn'Sol.'nt Ihl' dlo1r~l' to prolih nl'\'l"S~lrY tn

fl'CoVc.·r thl' lo~~ of .1!'!'d \'1,lul' whidl .uist'S .1S till'
,1sst'l is l"lll1sunll'J nVl'r its lift.·. For pr,Ktical

n·.lSUIlS, Ihis wiII1vpki1l1y ht.. Oil "' ~Ir.,i~ht-linl·

tic.·pn·d.'hnn hlhl~. whl'n·.m ('(Ille'l pnll"lt.lrtion (If till'

)!,f\ISS puok \'Illw,' of till' "s~·t is wrilh'n down in

t'.,d, V(',lf (If ttll' .,ssl'l·~ Iifl·.

f .63 Unttt.·r rX.'M, tin' IleA dt.·pfl·l"I"lion rhelf~l' is

.,djust.......-t tn ti1k,~ inlo .,n:ount rh.III~(-,!" in Ihl' MFA

\",Ih""tion uf tlw .1~Sl'l ~inn' till' sl.1f1 of till.'

,h.l"Huntin~ pt.'rioc..t. K.1fril1~ lllU'oxllt..."Ic....i t'v\'nls, this

willl'nah1l' suffic1l'nl funds tu h\. rut .Isidl' ill'fon'

lilt' distrihution of pnlfit in c.·.u-h y('elf Inr thl' C\Ssc.·t to

Il(' fl·pl.1Ct'\i at till' l'nd of its lifl·. In i1 worl...t Wht.·fl'

·, .........·t prices .In' ri!'oin~, ,'11 (X.'M dt·pn...'iation ch<lr~l'

10 thl' pn,fit and loss .lccount wi1lllt.· higlll'r liMn thl'

Il'rn'Spt.,"din~HeA d,'pn'l'ialilm (hclr~t.'

Conclusion

J3

[ 61 In thl'ory, it would hl' dl' ... ir,lbk III 1I .. ~.

I.'rotwmir f.,l"... lIt rdurn in (ht.' fill,Hll.-i,ll Illpddllllg.

sinn' thl"'Ot· ,ln' dirl'dlv n)lllp,tT"blt.- ttl thl' l"lJ... 1 pi

c,'ril.,llh"t W.'s di ...cu ....Sl·d ill 11ll' pn'viplI'" "'Vl t\lHl pi

Ihis Anllt.·x. Ilpwl'\'l'r, lI1l'rl' .tTl' Illl'rih ill <1

ll1odl'lIin); .11'J'fn,hh b,l"l'd lIpll" ,1It.nulltinh r,ll\'''' pi

fdllrn If .'Il ,1t nlllnli"g r.lk (If rrtllrll \-':('''. lht'd It

o.;t1tJuld 1"It., I1W.l"'Ufl'd " ... in,:, ('( /\ \\lll\l·ntll'l\ ... llli'

reM b.Jsis) f,lllH'r Ih.1I1 II( 'i\, 111 ilnk'r Ii' r\'l!l'\!

[66 1\ furtlll'r .,dju .... II1l,·nt i.... pos.. ihh· to put till'

,',Ih"ulo1lJtlll 1Il1\! re," h'rl11:--. III llrt.h·r to I1ltHIl1.1Ill lin'

n',,1 \'t,!tll' III ....h.1n.,hnldl·r... ' hllld ... , profits 111\1 ..1

.Idditiollttlly 1'It.· n,dun·d hy .1 11irtheT ·...h.Hchllldl'f

.1djll .... tl1ll·nl· l'qU,lI hI th" T,lk tlf III I 1.11 It III 11\,·1

~"lt·ripl..' l1lulliplil'd by till' \'.,hl(· {II .... h,udltthh-r·

fllnd ,11 lilt' "I,1rt ul till.' }'''''flnd Ntl .ldlu ... ll1lt'l1\ 1"

ltl·lT Uy III 1ll.1I11t,lIl1 tilt' fe.,1 \,.lllll· of dd"!. ... illll·

I,'ndt'rs Tl""ivl' ,1 ·Hlmin.,1 i"lt.·n· t r,lh' Whh h

,Iln'.,dy fl'lll'l·r.. their t.'\I',·,·t.\lipll pi intl,lllpll

E.6S An l·t·M lkpn"'lllioll dlo1f);l' til tilt' I"rolil ,H,d

loss .1\"("oul1l lI11'rd"llft· indud"....tll .lddilitlll,,1

holdin~ ~.,in or Ips C.'llllo,ll" till' lh,"');l' in IIw MFA

\'.,Iul· of 11", 'irm' 1......"ls ht'h\'l'l'll }It.·riol''' TIlt'

n'sultin); profil i~ somdinlt.'s "I'",,-rib....d ,'s ,I 'lie.",

~lIrplu;">'. lhi.... n·pn·"t.·nts Ihl' .tl"ollnt th.lt ,·.111 hl'

dio.;lrihutpd ,lllt'r Ill.linl"ining 1111' 1111Illin.,1 \',lIut' "l

till' firm' .... lin.lltl·i,,1 r.'pil.,1. Provided till'

depn'd.'tioll pol il")l o"'l"llll1 the h.,I,,,,n· ~h'''l'1 i~

1·t.llnomil·.,lIv ju ...tifi"d, .Ind ... t1bjc.·t.t to It'rl,,in t1llwr

,,'s(rictivl' .,~",ul1lplions,{·CI\ r"ll's lit rdurn

r.,kulclh:d (Ill thi .. b.,sis ,-.11' Ilt.· ctll11p.H.,hll' wilh th"

firm's mHllin.,1 Clt....1 olr.'pil.11.

£.64 Whilst .11' (X'M .'ppnl,h"h 10 dt·pn.'l-i.1tilll1

will, ,l!'O its 11.lnl(' ~uAAt'~h, l'1101bl....., firm to 1H,1Inl.,in

its np('f,lhl1~ l.'p.lhility, it willl1\t' in gl·lwr.11 )!,I\T .,

Inc.·e'surc.· of pruh( .Ind Ill'nn' r.th' of rl'lllrl1 th.,t IS

nlmp.1r.,lllt, (olht.· firm's n.slol ,,'<'pit.ll. l'\TIl wlwl1

,l"isc.'ts aft' v.'hl4....1 il1l"( ·1\.1"rll1". This ,.. bl·,.l\Io.;c..' il

IWgll...·b till' f.RI Ih.,' " rh.m~l' in th,' M..-" ""Iul' (,I

tilt.' firm's _,sSl'ls Irom om' V(',1r to till' Ih'\1

n·pn.'St·nts., l"h.,n);l· in thl' wl·.,llh 1I1 it ..

sh,ln'ht.tlt.ll·rs

I 111_ Ir II f. II , lit If II ·111111 !'I!II', I

E. b 1 I hlwl'\'l'r, wlll'1I lI ..ill~ nl'l n..,ok v.lhu'S 11S tht.·

dt.'l1omin.;llor in .1 r.'h· 01 fl'lurn ("klll.lliun, Ilwfl'

woult.l hl·.1' do...t'r rdll'dioll of l'ulllomir r.'ks of

rl'lufn il till' ,'!"~d Ii\'l'" .Ind dt.·pn',i.,liol1 prolill's

Wl'n' ...ho·"I:n ~I .ts 10 t.orn....pond In 11tt.' I nit'

l'\onomil' lin· md lilt' f.,1e al whid, the .,~....'t is

II"''''' up nn'r it lill'_ 111 otlll'r word.., (t/\

.hl"tlllltting r"h' pi rdllrn wOllld 1lt.·lkr

.1pprO\II1l.,te to "'I)!tomi,· r.tll·... 111 rdurn il

,lIY"lmting ...It-ph'' i.,Uon \\Tn' I11lIH' ll'~l'lv .,li~JI("l1

In 1'(OIlUmir I.kpn'\·i.llion. Sinn' tlWfl' nlUkl ht..

pr.'dil-.II dillin.llIl·s 111 implc.·nwntin~ thi..

"djustnll'nt, it i...tIl i..,SUl· tlMt wil1lll' I"ploft'll

Itlrtlll'r durin)!, Ihl' pnn' ntlltrol n·\·ll'w.

\11 n"",;"...: 11I1""""·'''' /'1'(1';1

r 61 1\1101lll'r po..... ihll· "'ounT of hi" .. nt.1V ~l.'

inlnlllufl'd h~' tlU' .h'l·UlIl1lillg 1lll'.hufI·uf pnlfil

u ....,·" IIlllw ,hl'tHl11ling r"h' 01 rdurll ',lklll,llinl1

,lIld, in p.Hti'lll.lT, thl' d,'prl't1,llillll l h.lTge 10 till'

profit ,1no.1 h,.... ,ll..r(lunl Und""r C( '/\ prlllTl.hm.'.. ,

IIwrl' .Hl' lWlt nt,lin .,It,·rnrlti\'l· pfll1npll's whirh

liMy lx· follllWl'd' thl'sl' .u,· opt·r.lting l·,'p,,~ility

mainll'ltelnn' « x...·M) "nd Iin.tnd"ll·,'pit.,1

m.,inlt·tl.1nn' (F('M).

E.58 Cl'A ,1SSl.'I v.,lu.ltions t,lIpnlrl to nlffl'd for

thl~ ('rr ·1 by v.llnin)!, tix"d .,sst.'b .,1 lilt.' nd

n.pl.1l' ml..nt ft.l!'\t of ., Mndc.·rn E4uiv.lll·nt ASSt.,t of

Ih,' s.,m,' ,,'rvk,' cap,,!lilily, allllwinl\ IlIr Ih,'

rt'mainin~ uSl'fu1 asSt.'t lifl·. SiIKt..' this V.tlulltiull

USl~ l'ur~t fiXl...t .1SS\.'t prinos, it t.1kl'S into ,Knlllnt

~l'nl'ral inflation and spt.....·ifk .1sst·1 prk\.' (h.ln~l·s

thllt havl' tak~n plan' sinn' Ihl.· aSSt.'t w,'s pun-hast·t.I

Thl' CCA rate 01 relllrn would Ih,'n'fon' providl' a
bt..tter approximation tn the l'1..~lmnmk rOlte of n'turn

Ihan wlluld Ihe IlCA ral,' of r<'lurn.

\nll,,,,Ii,,.~ 1',,1,"',;,",.. ..,,'....,., ..

E.59 When chanKinK Ih,' !lasis of Ih,' m,'aslln'm,'nl

of ralt' 01 ",Iurn In,m IICA 10 CCA, il will be

nl.'Ct.'Ssary to ensure that the ft.'valuation of asSt?ts

does nol resull in windfall ~ains or ""'~'S accruint\
10 Ihe sha",holders 01 8T. For a dis.:us~ion of Ihis

issue in Ihe conll'd ollh,' n"'work charge cap, " ....

Chapler 5. The avoidance of windlall ~ains or
losses would "-'<Iuire Ihal pmfil w,'re m...a~un'<l ,IS i1

'dl"an surpluf;', ie thl' revaluation surplus (or

deficit) should be ",necl,'<l in Ih,' pmfil and I,,,.s
aCl..'nunt. The concept of 'cll'an surplus' is discu!'tsl'tl

further below.

E. 5 7 lIT U~'S the mnVl'nlilln.lI IICA b.l~is III

(1lT"untin~. wht.~rc fixt.·d .1SSl't ... art.· v.1lul'l.l ilt

t1ri~incl1 pure-haSt.' eust Iwt of rUlnul.,tivl·

t.lt.'pn"l~iatiun. This IMS tht.· ml'rit th,lt mllSl of its

(un'pt.'titurs uS(' tht.· Sc,nw ml"lhnc.t llf 11SSl.'t

va1uatinn. I-tOwt.'vl'r, HeA r,ll4."s uf return art.· nut

dil'l"l-tly cnmp.uab1l· wilh lostinlollt.'S 01 IJT'!" nISI of

l·.'pital. Thc.' l'xplantltion for Ihi... is Ih.,t Ihl' nd ~llik

valul' nf fixl-d ';lsst:'b in hi~tnrk {"(1st h.·rnlS will nllt

in ~l·nl.'f.,1 ill' l'\lualll1 tht.' l'ronnmir V.IllIl· 01- r,'pit.ll

l'mph,yetl. IIl'A Iwl hoo,", \".,hIl.'S I.lkl' no.,,·nlunt of

~t.'nt'r.,1 rrkl' inflation or dlcln~l'''' in thl' rl'l.llivl·

pri...,... nf sf'l"'ifil- .1SSl·t!'o (lVl'r till' J"It.·rind sinl..T Illl'Y

Wl'n" purchaSl...t, and St.' tlo not po'pl.·rly nWI'sun'

tl1l' nlSt (If Iht.' R'S(lurrl'S l·n'pll1yt..'l1.

nol valu,'li in M...I,'rn hluival,'nl As"'1 (MF.AI
tt.'rms, when pnJfits Iln' nut ml'aSUR.'t.t as a 'cll'an

surplus', ,tOO when dc.'pn.'l·i.'tinn pulidt.'S .,nd ,1SM't

Iivt.'!'O ust.-d in the b.llann' sllt......t lin not rcflt."Ct

und..'rlyin.,; t....·lll1umic valul'S.

l'llflllflll! 1t'l1'11l11'"'IItIlI,II' r1 lr, ',1'IVII I ", Irll/l1 t·"

Fir~lIy, l'umumk r,lflos or n'turn G'n ht' vl'ry

~'I1...iti\'t' 10 Illl' prtlnll~ nll',l~h nuws, sUl'h as thl'

lil1lil1l\ Ol'·,lpil,ll "'I"'l1dilun', which it i~ diffkullio

'on..."., ...t with "ny tlt.:l'urtlry. St.~'nndly, thl' estimiltl'

..f 1Ill' 1,'rmi'1<11 v,IIUl' ..f Ih,' ,lSs,,1 b.",' in Ihl' IRR

,.,kul,lIiol1 is Ir,Hll\hl wilh dilfirulti,'S and is hiKhly

Sl,Il",·IiVl'. H,,,,lIy, ,111,1 ,,,'rhaps most impurt-lnlly,

prin' nllltruis shuul...t l1l' h..1S4.'li urun ml'clSUn..-S uf

lin"nd"llwrfnrnlt111(:'" whit...h clft· Iranspe1R.1nt anll

lI11lll'r...h,ott hy BT, its cumpt.·titors and thl' wid..'r

l'tlllll11l111i1y. Th",ft' ,'ould lx' si~nifkal1t pntl'ntial fur

It mfllsion if (lFfEI. wt.'n' tn .....·t " prke ft.mtnll bcl~...t

upon one Il1l','Sun' of pr,filahilily (t.'c.'untmtlc ratl'S

of rdurn) wh('n nT n.'llt'rts ttl its sh.ln'hnld\."rs un

till' Pc, ...is of .motllt'r nWe,sun' (histuri<" rust

c'(COuntil1~ r.,h's uf rdurl1 011 C.'pil.,ll"mplnyl-d).

Accounting rates of return

£.56 Accountin~rail'S of n.'turn l'Xpn.OSS the ratin of

(K("(lUntin~pn,fit to ttll' 1'1lntl'mf'l-,ranl"Ous vallll' of

l'apital. Snth numl"ratnr and denominator vary

!ll'lw''l'n firms dept.'ndin~ on Ihe accounlinK
nmVl'nlions adopl''li, indudinK Ihe choice of
Currenl Co~t A,'cuunlinK «(.'CAlor Hisloric Cosl
AccuunlinK (HCA). The main difle",ncl'S ",Iale 10

Ih,' tn'alm,'nl 01 fh,'li a~sels in the balance sh''l·t
and Ihl' d,'pn.'Cialion charge 10 Ihl' pn,lil and loss

accnunt. Thc~ an' thn'(' main furms of bias which

can pn."Vl'nt an accounting: ratl' of return frum bein~

din.'Ctly comparabll' 10 Ihl' cusl 01 capital discu~se<I

in Ihe ~'Clion above. These lIccur when as.sels a'"
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£.5S TIl(' .,Ih·rnativl· hl .111 (·UlIlomic." f"tl' of n·turn,

mt.,.,surin~ rn,fitclhilily ,'s ,'" ,ll"rountin~ r.lIl· of

rdurn, wuuld nol hOw,,'vl'r lll' fn.'l' fRlm difflcultil~

Althoul\h l lFfEi. wuuld u'" a ddiniliun ul Ih,'
•It.-cnlmtill~ raflo of n.·turn whirh would bt.'ttt.~r n'fll"Ct

thl"l'nmomk fatt' of rl'lurn the'" would ratl'S of

rl'lurn lUl ill1 IleA b.,sis Hor rl'I,suns dist.·usSt.....

Ill.low), ,lny tliffl'n.·nn's wl'\lld in prinripll' n.'\luin.·

,H' .,dju!"tml'nt tn till' ((lst of (Ilpitlll tu l!nsun..'

llllnp.Utlbility. nut, in m.,kin~ tht.~ adjustml'nts tn

the nlst of capit.l), difficultil'~would ,uiSl', whirh

,tn' simil.H to Ihosl' set out "hovl' for ml.'asurin~

l'nUll1mk fail'S of r\.'lurn. O'·TEL will nmtinul' to

l'xplon' this issul' durin~ tht.· prin~ Ctlntrul n·vit'w.



Market growth

E.73 EtKh of till' nl.linlllt",Il'1 input .,......ul1l l'li,m.....

disl:l1s~'t1 in 11lt.1ft.· dd.li1 ht.,low.

E.19 BT's din·dly-nml1l't.·kd ,·u..hlmt.·r.... will. ~\-'

dt.'finithm. obl,lin tllt.'ir l'Xl'll,1I1gl' lint.' l"t.'lllll'dioll

from IJT'~ r...t.,il Opt'r,llinns. In till' .lhs"114..·'" of

.ldditilHlo111.,..'ndits 'fllJll '-Ilhlt.· TV umllt.·clioll ,1r

.1t.·Cl·SS 10 bTlloldh,lll..t s"rvin's, II1l'v will .. lIlly kilt.! Itl

..wildl 10,1 dlllen'lll ,Kn'Ss .... uppli ..·r it Ilwv l'xpc..·rI

Ilwir 101,11 hill (.It·n........ ,m'" ,'.111 dlt1r~'· .. ) 10 1,111. ~i\'t.·11

Iheir p.lt1l'rn 01 ,.ll1s. 11t.'lll'l" l1l.nkl'l sh,Ht.· 10... '0

fon'f,lsls for din'dly COlllll't,'ll'd \1I ..hHlwr" will

dl'pt.·nd nltlinly t1p'1I1 tilt.' rd,ltiv\' prin: of e111

.lvl·rt1~t.· b.,..kl'l of se.'rvin-s for nlshmll'r... wilh

difft.,Tt.'1l1 d,'m.1I1d prntil\'s pllrdl,lst.'d fnJnl HI

Hd,lil, t'llmp,lTl't1 (0,111 l'qui\',lknt h.l ..kd ....llught

dirl't.·lly fTt.lIl' ,111 "lh·nlollivt.' .h l t'..,,, slipphl'T

E80 Thi... rt.·\llIin·s ,1 vit.'W 101"'·I.,k"11 011 nT' .. ,1I1d

lPlllpl'lilors' .,rillng slr.ltt.·):;it.'s ,1I1d on IHlw 'Illi,'klv

difkr\'111 group" pi n'llSllllll'rs ("g Tt.'.. id"I1Ii,ll ,1I1d

hllSil1t.·:,\s I.·uslunll'r wilh ,,-tiffl'n'nl dl.'111.1I1d prohlt.':-.l

will swikh .hYt.· uppli\'r i" ft., .. pon..e In .1 giVt'11

t·XI"'-'l'....'" s.lvin~ tin Ilwir ,1vt.'r,l)!,l' hill. Till" \'Vill

d1r1n~,' wilh till' ,l..lv,·,,1 tllnumh,'r port.lbdlty

E.8t In .ult.lition (0 din'd l1l.ukl'l sIMrt.' los.. ,b ,lI'

,HY('SS providl'r ,H,d supplil'r of rl'l.,illt.,it.'phIlI1V. HI

Kd.,il is vuh1l'r"hl,· 10 indiTt.·d m.ITk"" ...h,ln' liI....~ in

il1l,1I1d .1nd lI1h'rn.llhtlhll ,.111 .. 10 n1lllpdlng 11"11111-.

'11""'T"Iors h'g M\·rt.·urv, 1-'.11t.'r~is, lSI< tll'lt'I,lttJr ... l

"·,,hidl inh'rt.'OllI1l'd with liT Nt.'Iwnrlo. II wlluld ll'

l'Xpl'dt.'d 111.1t 11ll' In...... nl m,1rlo.I'I ~h.ITl' 11\ HI H.l'I,lll
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E.18 Tllhlt.· 7.ft in ('h.lpkr 7 show.. how B I's IlMrkl'l

sh,ut"S in lilt.' upply or t"ll;dlttll~t.· lint' ,·olllU·,·lion....

inl,Hlt1 ,111...1 i" f1MhOll.ll l·.,lIs h.1\'t.· l,ll1t.'11 .. in,'t.·

1""'1/42. Wlll'll nmsit.h·ring Iht., 1,ld(Irs (h.ll IMV"

,'untrit'tlll,'tt 10 tht.' loss ot nl.lrlo.d sh.1Tl· hy liT

rt.'n'rdl'd ..0 l.u, .lUd pnl;c.'t.·ting this 10fW.ud inlo till'

Ill'xi pril-t· nmlnll pt.'rind, it is 1Ist.·11I1 to dr,1\v .1

dislindiol1 bl'lWt.'t·l1 dirt.'d 111l...t indirt.·d Ill,ukd

sh,....., I"ss bv Ill.

will dl.U)~t.· fur l'l,dl prot.llld o\"t.·r tilt' print colttn II

pt..·rilki (within tilt' nlll ..trllini impus(.'d hv .mv

b.,skt.'l rrkt.· t.·,lp clr SUh-l'.lp), tilt.' prin'" its

nmlpt.'titurs dlo1r~t.·, .11llt lilt.' propt.'nsitv lor

nmsunwrs 10 ...witd, ...upplil·r lor .1 gin'l1 prit. ,.

dill,'....'nl",1

r .11 Along..id\·.l fUf\·".lsl of till' tol.llm,ukl'l

d,'nloll1d for " gin'n pn It..tud, .1 vit.'w Iweds 10 h"

1,,1..(,11 Oil wh.lI slMn' pf IIMl dl'molnd will .......

'"Pplil'd hy nT's Iwlwurk or rd.li! opl·rttlion... In
·:I'l1l·r.,I, this n'lIl1irl'S .1 .......1IIllpliolb Oil tilt.' prin' In

E.16 In pr,lt."t1' ...., lilt.' Ill.lin llt.'l,·rlllin,ml ... (If the

...Irong growth in d'·I1l.1nd fOT h.bl' t"'t'phonv sinn'

pnv.,lis,lthm (,,,,," displ.1Vt.'d inl~,hl,·s 7.4 "ltd 7 C; of

l'h.lpkr 7) h,1\·t.' hl"'I1, 111 rOll~h ordt.·r 01 impt.1rl.HKt.·,

ri ..in~ n ..ll il1u1I1w... h"d1l1111ugl',1111lI1o\',ltion h'~ tilt'

l,llling prkt' of f,1'. m"dlinl''') .md f,lllil1~ n·.ll ,'.111

prin's (" ..., rt.·~lIlt (If prKt.· ",lr n'gtll.'lion ,lI,d

innt'.'sin~ l"tlfllpdiliol1l. The .1ssumplion.. m.lt.1t.'

.l,""oul Ih,·.....· illfhll,IKt.·.. will h.l\·,·lhl." hi~gl'St il1lr.lt"l

1111 fOTl,\',lSh 01 d,,'llltll1d oveT Ihe next fl1fl"'11SI

pt.·rind.

Market shares

J If I. It II I. II I! II" h 1111 II I

E.75 This 111t1kt."S il \'n....i.,"v impl'rt,lllt Ih.ll \Tllunlt.'

~rowlh .lssumplion ... for l'.Kh St'r\"in' m.uke:1

inn'rl1t: lr,llt.· lilt.' full r.1Il)!.'· 01 possihll' ouIl"OIllt."S,

I'fl.·h·r.thly, "'t.·Ill.lnd gro\'vlh fun·I".,sl ... should ht..

rt.'l.lkd in ,In o~~·di\'t., W.l~ 10 lilt.' lIIh.I,,'rlvin~

dt'krll1ini.lnls of d,,·I1l.1nlt for t..ldl proc.lud k~ hy

.Ipplving .... t.'listit...ll h...-hni,ltI' ..... h' hisluril'.ll d,lI,,).

Tlw~I.' would Ivpl\.ll1v indlld,' IIw nhtrkd prkl', lilt.'

prin' pI sub...liluh' ,md nHnpl'·I11I.'n(,trv produd:'\.•111

11""0111" \·.ui,lhll' (eg (;Ill') ,lnd ,my others (whid1

Illi~hl ht.· ",'plurl'd hv " llIlll' In·n,H. I)l'l'\t.·nt.lill~ l~n

Ihl'Ill.1Tkt.'t in \llIt. ..... lioll. tilt.' 1ll.1Tkt.'t pri",.. \\lhirh in

11ll' p"sl h.l .. l'tI,'di\dv bt.'en (h"1 ..d bv BT subjt.',,·1

Inlhl' Hln.. lr.linl 1I111'0"l't1 h\" il ... pl'in' l.lp. will

illat.·,l ..il1~lv ht.· ddl'T1nim'd hy tilt." ",It.·nl t.,f llrillall

ur polt.'I1Ii.,1 ul1111""'lition in Iht.' Ill.ukd (sl't.· lilt.'

di ... t"u ..sion 01" Hlt.'din· <. '''l11lll·tilinn in ('htlpl"'r 1).

01 output of .1 poutinll.u ......'n·in· (.In I"'Vl·.l

si~nifil'"nl t..·ftt.'l·t t.Ul rrofit"....ilily ir l'l',munlit's Ilf
s(fllt' elft..' imp.. ~rl.1I11 (St..'t.,lIiSt.."ussion in p.trll. 4.21 uf

Ch,lph'r 4). Thi~ is hkt·ly In h..• Iht' (,1 .....' rur mclny (If

Iht.· ~'rvk,'s surplil'd over nT' .. Ilt.'lwnrk sinn', in

tilt.' short rUIl. II1\' m.u~in,,1 t."0...1 or supplyin,.; .10

.,dditiUlltlllt.'ll·phollt.· l·.ll1 is nq~li~ihlt.·. This 1llt.',lns

Ih.lI .111 inlft.·.ISt· in l'llil rt·v'·nu..·... nltly 1,,·.ll1 h' all

,1Im" ...1 (lIlt.' to on..' inCft...l:-.t.· in 1llt.'.l..uTt.·d pn,fib.

!1·,II!',,1\'1- ,

E,14 Mlukl'l J!,o,wth is Olll' ut tilt.' 1110..t illlporl,1I11

dl.lt.'rl11inllnts of BT's fill,md"llll·rtunl1<lnt.T "n'r lhl·

Ill'xl (,mlrol pl·riod. 1\ )!.iVl'n dloln)!.l· in tilt.' VI1!lIlHI'

E,72 In ordt.·r 10 0"",14.01 nT's hn,lIldt" pt.·rIUr1l1,lnl·'·,

il is l\t.'t:l'SStlry hi t,lk..• .1 \·it.·\\, un .1 ll\111lllt.'r 01

diUt.'n'nl VtlTi,lhl,-s Ilnd r.UiHlll·h'r... TIlt.' Ill".... t

impllrl,1I11 of 11lt.'S!· .1fI.' tlw followill)!.·

) Ihl' pUll'nli.ll ~rtl\'\o'ih ill d"m,1I1lt lllr ",Kh

""-'rvin' olll·rt't..1 hy 1\1' lilldudillJ.!, nnll­

rl'~\lI.llt.'d Sl.'rvil.'t.'.. ) Ihis \'.Hlllt., hrtllo..,·n dowl1

furllwr inln tilt.' ~rn\\'lh ill 11ll' Inl.11111.1rlo.d tor

l"lt."h Sl.·rdn· bUpplit.·t.lI,y \\'hidlt.'\'\'r

(omp,lIw) .Hllt HT'....h.ln' ul ".1l,h "t.'r\·in·

Ill.ukd

J lilt.' rl'I.1Iionship bdw\'t.'11 nr... nl~l ....111" lilt.'

V"IUllll.... "~I output-. I'rodun'd

) tilt.' .....·"pl· lor impro\'t.'nlt.'nb in Hr ....
prt1t.htl'li\'lly (it.' Iht.· \'olunll' 01 oulpul whidl

liT prol'un·.... Pt.'T lIllil pf ,.1pit"I, 1,1\-"1,'ul" ,lIld

"t1lt.'r inputs)

thl' tutlln' 11\OVl'm"I1I ... ill nT' .. input I'"n'" (I'h

W,l~l'S, l".lpil.lll·qllipnlt.'ltl)

) Ihl' "I1Ul\lti,U1 01 ll\,\,rht.·.lt.l .. ,1nt.lli'\,·d .' ....... ·1 ..

Ondllltin,.; llt.'W ".'pit,,1 t." ndilurd to Ih,'

prin'-nmtn,llt.'d bll~il1t.' lth·" I,lkin)!. inh'

.Krounl t.·xp,lnsi'lIl 01 nr n,m-pri'l'-

"(lIllft,lll"" .1rtivitil·...

V ASSUMPTIONS UNDERLYING
FINANCIAL FORECAST

1'1 Ii II If I r.1 !' ,II" tIll 111111111 1 d I' \1 I'

l'.Kh l.uiU hAskd .11,,1 SUO·....1p thl,t it pn'pc.'Sl~ ,1'0 ,1

"",,,II til its 1i.l<1nt"i," n"..I,'lIin/;. 1\1 till' ';'111\" lim,',

il will t!Xpllliri thl' .lssun'ptitU\s .Hut p"uaml·lt.·rs

t1n...h.'rlyin~ thl' r.ln~t.· nf pri(:l' nmtrnls, 11'0 wdl ,lS

Ihl' run'C'llsts uf tht.· hnllndcll pl·rronn.lIlt.'t.· Ih,ll liT is

l.Xp4.Xtt..... 10 .1l'hit.·\,l· in Iht.· "rlivilil'" wilhin t.·,Rh

prin.-' l',lp ur SUh~(.lP·

E.10 H,l~l't.t "1"011 thl.' lOft.·,:.l...t... "'l'rivt.'lt tn.m th..•

mOltd, .1 r"n~,' ot VI\hlt.'... of X will bt· ,:host'n h,r

1',1I.h prit.'..· nmtr,,1 "0 ,1 ... 10 ,\111'\\' nT 10 t.',UIl .1.n

l"l'"'d"'lf r,lIt.' 01 return whit'h (. lFTEL Tl'~ilrt.ts .1S

.ll n'pt.lh1t.· hv Iht.· l'lllt of lilt.' nmlrol pt.·ri'kt (suhjt.'\'1

Itl 1111.' '·,l\'l·.ll in tilt.' intoktudinn 1o this Amlt.'x).

I"hi in lurn dep,-·nd ... upun tl1\.· "il'w thilt OFfE!.
I.,kl. upon nT's n}sl of l',lpitil) ft.~r Ihnst.' sl·rvi....l's

.1I1ll UpOI1 th,' r.1kul.ltion \,f lilt.' r.lll' of n·turn

l,.lnwd 011 1111.'111 .•1S discussl·d in till' pn'violls

...('dions.
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E.71 In 11ll' M,,,d, con",II"ti\'l' th"-"l11t'nl. l lFIEI.
il1h.'lld ... 10 pllhlish till' dd.lils \" tilt.' r.ln~l' of X h,r

F .69 1k-'''ll1'.''.l I.u~t.' prur"t,rtiol1 01 liT's nIsi...1nd

11"'d .1...........1n· ...h.1Tl...' bt.·IWt.·"n .'Ktivitil~ insilk ,Hut

nlll ...id\. lIll' propo.....·d prin' nlillroll1,lSkl'b, it i...

' ....~l'nli," to ,"p.ln'-' Iht.' (Ovt'r.l~t.· of II1\' 1110dd fo

Imlt1dl' .111Ihl~st.· .1diviti,·s ",11\'n' Ilwn' i.. tlu'

plltl'nt ..,1 h., u ....ts or .,....t.·I ... 10 I",,' ...h,lTl·d. Thi ...

ml~ht indud,' 1'1' .. non-rq;III.1h'd .ldivilit.·s .1 w .. ·11

,1~ I1PIl-prin,.,·nnlrolkd "ol·rvin·....

E.68 lht." l·\.pel'l...·.... tlllurt.· tin,llh:illl pl'rfurmllnn' of

Hl will hl' .1 ....l·SSl'lt USil1~.l fin.lnd,llmUl.ld. Thl'

moth,1 will hl' lIst·lI to projt.·c.:t Inrwlud UT... fusls,

n'Vl'IHIl'" ,Hllll"lpilall'mplnyl'tl (or tht.' S\.·rvit'l·..

within l'.H:h I,uiff h,1Skd. In ~l'nl'r,ll, Ihl' moTl'

di ....l~~rt..~llh'd .1 mOltl'l. 11ll' mont ft.·lllistit.: it is. h,r

thi .. ft.'\·il·w. wlll"rl' il i ... propo!'*'''' Ih,ll .1 Ilt.'lwork

prill' \',lp willl'xisl sidt.' hv ..id..• wHh "' rd.li) prin'

,'.11", it i... pl1ftirul,uly import,lnl 10 mltltl'l tiT's

lin.lIlCi,111""rtorllltlnt.'l' ,11 till' Ilt.'twnrk iJnd n'tllil

It'wl.

IV STRUCTURE OF
FINANCIAL MODEL

11lnrl' do...l'Iy thl' n.llllfl· uf fnrwlud·lnnkint; l~tlSl....

( liTH. will nt.'t'tt 10 t'nSUfl' Ihlll 1Ill' ilnplkl'tinns nf

il ... rhO"'l'n .1ppro.u:h h.r Ihl' t Il"A rilll'S uf n·turn

n'porh,-t in BT's I1t.TOllnis an' fully t.."xplilinl'\i, sinn'

thl....l .•Ul· th,' only mt.'.lSlIfl"!" of BT's iinandal

l""rlornl.1nn' .lv,lil.lhl,· 10 .lnd IIlld...'ro.;hKtlt hy a

wit.kr ,ltUIit.·llI:l·.



to i"din'd ,'..mpl1il"" w..uld ~ lll<'''' r1.., ....y
rl'l.,h~1 I.. Iht· rd;,tiVl' I.rin· of HT K,'lail f..r Iht'

""..'rvit'l' in "1Ill"Stiun. Assun'pf:inns R."Kan.tinJ; indin......

J1l."kl'l sh,1I'\' I..s, will Ih,'n'lnr,' ,1"J'l'ml uplln.

.,,,umpl i..", "I>. .ul HT Kl'I"i1 pril",'S fur i",,'ividual

s.,,'rvin'S (suhjl·t.:1 tn tltl' Il'vd of th..., I\.l'tilil price cap).

.l~ wdlllS nunpt.·liturs' prin.'s ,u,..1 th..• pn1pt"nsity to

swikh fur "lIiw" prie,' ,lilkr.'nli,.1. It millhl !X'

l·_pt'fl ....., Ih.,1 .1 ,.;ivl·n print diffl'R'ntial would

inJm:t' hiJ.;lwr inc.tin,,"' thilll din""" mark..", shan' Inss,
h\'('iHlSl' of l·t1~tmnl·r int.·rhtl cUll) 1Ill' risk invnlvl'tJ in

~WHl'hitt~ c){"Cl'SS pnlViJt·r.;.

E 81 Olln' .1l·u~hmlt'rhels switcht.-d .u·o.~s suppli""r

to .1I1ull1('r 1i"'\'I1Sl'l1 0llt.'riillor k);.1 l't,bl..., nmlp,lny,

M.'rcury). th,'ir cust..m will 1>.. I..st I.. 1fT's n''''il

op,,·r.,tiuns. I hlwl'vt.'r til(' .,,'1.'\'"'' slipplit'f will still

Ill't.,,\) to pun-heIst· iH:ft.·s~ In ur~ ndwurk (\lr Ihl'

mCl~'rily ur ,".llls, l'1lhl'r thnm~h an l'xistitlK

illlt.'n.:ollllt'd ,l~n.'\.·l1wnl with nT. t.y purchasin~

inh.·rnmnt..'CI nnnpul1t..·nls .11 OT's nt.·twork

c:ompc.mt..'nl tariff, or by pur\:hi1sin~ 10n~-distllnCl'

t:mwl'yann' fnmlllllotht'r opt..·riltor who in turn P,1YS

Ill' for inlt.'rnulI1l'd .1t til\' l\'rl1lil1.lIin~ l'Ull.

£8] D"Ill,ln.llor liT N.'lwork', inl.·r....nn....·1

~t'rvin·s will tht'n dt>Jwnd or..

(.1) 1lT'.. shan.' nf din.·(tly-l~.mlll'dl'licustnml'rs;

and

(h) liT', m,,,k,,t ,han' in Ih., ,upply of diflt'n'nl

nt'lw\lrk ((lmptllwnls,

Till' 1"It,'r will in turn t1"pl'nd upl'" Ihe ti!lhtntlss 01

111\' Iwlwurk pri"-l' cc'P ilnd SUb-c:.lp un call
It'rminalions, Ihe network tariff .Irudu... Ihal BT

,..Iopt, !li""n Ihal con,lrainl and Ihe pricin!l

strall'!li,'S of rompetin!l ,upplier, of lrunk

nmvl'yal1(:l', amungst ntht'r things.

Costs and efficiency

£.84 A, wdl as ",venu,'S deriwd fn.m Ihe demand

modd discus.'l<'d above, Ihe finant'ial modd nl'l.'lls

10 bt· abl,' 10 fon'ca,1 in , ..me dt'lailthe co,ls

inrurn'll by HT. Th."", will ~ driven by thn'l' I1min

fadors. firstly, hi!lht'r d"m,lnd for ..ne or mo..... of

HT', Sl'rvic,'S will, in Ihe absl'nce of ofl",ttin!l
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..tfit'i,·n.·y l\i'ins, lead 10 hi!lht'r derivl'll demand f..r

om' nr moR' feu·tnr input.. h..·~ labt'\Jr. capite')).

S....·ondly. I.... volum.'S ..f oulpul pnlt.!un'll J'l'r unil

nf input may incl'l·aS4..· ilS 8T ht..'l'umt.'S rnnn.· ""ffi,,-it'l1l

dUl' to the inccontivt'S ~ivl'n hy prin' cap 1"('~ulc'tiun

and l"ml',-,;inK Ctlmpt.·tili\)Il. or bt."':clll~' uf J;t·lll·r.,1

induslry dewl..pnlt'nl', Thirtlly. Ih.· pril"l'S nll.,,·lur

inputs may Chan);l', t."itht·r dUl' tn downward

pn·ssun.· ht.·in~ pl,ln'tJ nn supplit.·r< prin>s lly liT or

bl't.-.1USl' nf tt.'Chllic.ll dl.lll~l· or otlwr roldors oul of

Hr, ",mln'l.

E.85 The firsl nlth.'S<, d"It·rmin,...I, "1 ....'1'

1'l'lluil'l"S l'Stimatl'S uf thl' n·le1ti(Ul..hip bdwt.'l·1l

..tiffl"n·nt n'mpnl1ents or HT's nISI...1Ild tilt' volumt.~

of t.htft'nont st,'rvin's surrJin1 Th.'st, o;houltl

pl'l·fl·f.lhly bt.. hnlkt."n tlnwn hy (.l..-lur inpllt~, \'~

!"wikhin~ capc'dty. numbt.·.... (,r pt.'r!,,(1I1-lu'lIr~,

£.86 8T's l'ffidl-nry h.1,'; ,JJrl'"dy h.·1'1l tfi"l·U",';t'd in

rl'l.,tinn tn Ihl' aSSlossml'nl nl liT's r4.'l.ltivl'l'Ili(-it.·I1'Y

allhe ,tart nf thl' nl'.1 ...."t",1 pl'rin.l. Wh"l is

rt."lluin"lt is .111 l·stim.ltl· or how nT's pnlltudivity is

likdv ttl improv(' O\'t'r 1114' Ih"d t"Jfttrol pl.'rilld in tht'

kl'Y "\t."rvit'l· ,H\~c'S in whidl it opl·r.llt.·... Thl' !"tand.ud

ml'aSun' nf l'ffidl'I1CY th.lt has I"lt.'l·n '·,1kul.lIl'd tor

IlT bv OFTEL in Ih., pol,t i,.m inti.,. nf n',.1 unil

rosts. which ml·cl~Uft.'S thl' ...,tcll (0...1 infurr"d hy UT

pl'r unil nf nuipul.

£.87 This measun' nf ,'ffici,'n,'y has th,' prnp"rly

thai it cumbintos fador prkt' (h.ll1~l~ with

n.-duchuns in the vnlurmas of fador inputs

nmsumt'li. thmn.',.1 ti~ht prin' nmln,1 h.1Sl't..t upon

l'X",,'('tl~ n'al unit ellst n'l'luctiol1s (ouM lx· Old

L1itht1 r by inc~asinK the amount or output rnJdun...t
pl'r unilof factor input. ur by "'l'rtin~ t1uwnw.utl

pres..~ureon I.... prict'S p.litl lur inpul, lu Ih,' ,'x1,'nl

Ihal Ih~"", are nul alnoady ,uun','ll Imm Ihe ..h,'apl'Sl

suppliers.

£.88 Since privatisa!iun. HT', n'"lunil cusl, haw

lallen by around 3.5% J'l'r annum un averaKe f..r ,.

seluf servires which bnlildly rorn'Spl",d, lu IhuSt:'

cUrn'ntly in I.... I'STN lariff h."k..t. One pmbl.'m

wilh basing as.sumptions "bt'ul pnlt.!uclivily !lain,

for Ihe Ilt'xl conlml J'l'ri'ltl on Ih,>St' ,lI"hi,·v.'ll
histurically i, thai Ih.. pa,1 may nul !X' ,1 !I,ltlt.! !luid.,

1'111 lilt I I II fl'll" l 'II 'IJ 11 IIl1j .111' Ill', ',I 'f\11 (" fl'ltll r '1''/ I

I.. Ih,' lulun', TIlt' 1'"1,'nti,,llnr lurlh.'r t'ffiri,'m·y

A.,in... may llt· Il~~ Ih.m l't'(on.' if 1Ill' firm hel!'t clln.·cldy

implt."mt·nh'i.i ·llt.·...1 pr.ldil't", I\lh'rnclti\'dy. futun.'

tt..'\·hnoln~k.ll"it'\'l'lnpn1l'nh I1MY milkl' possibll' rilt

).!,n'Cltl·r t'ffidl'nry ~.lins liMn foult.1 I,",vl' llt.'l.·n

.1l·hit.·vl....1 in Ihl' p.1SI.

£,89 C..mpiui"'n, ..lilTs "'fit"ien,v with k.,v

domt'stk ntl11pt.·titor:-. or t'"omp,lrI1bl\' o\'\'r~'clS

opt.'r.llnrs l'.lIl 1ll'lp .1ddn·ss tlU' first nf Iht'~'

pmbl.'m" bv sh"wil1~ Ih., "",'nl th••1 liT stilll,.~,

tIt.·hin"i. l\... lIi~nls \'d in <. ·h.lph'r!"'l.,nd 7.

prl'limin.lTV TP...ull fn '111 ht.'I1t"hnlolrkill~ shldips

sll~gt· 1 th.ll 11'1'· ... dtid"Ill'v .Kro...... it l.'ombilll'd

Accl.· , Nd\\'l1rl ,llld ({d.,iI Sy..h'm hll..il1,· s\'S

rlMV he: lip '0 lin \-\.'or..(' 'h.1I1 tiM' 0' 1114..' ht t·

pt'rlt'rmin~ n'mp.,r.,hl,' t"lII1lP(.'liIt1r...

Overheads, fixed assets and capital
expenditure

£.90 i\ .. n,ll'rn'd In .,ho\'\'.•, I.u)!.l' proporlion o(

nr~ n,...I ...."ld Ii",,," ,1'o"'l''''' c1f(' sh.1n'1.i ht·hv\,t.·n

rq~1I1.1Il·d .1I1d 110n n·gul.1Il't.l .KIi\·ili,·... , AI ,1 fl'\'il'W,

tlwn' i....111 inn'nll\T 011 BT III UI1"It.'r..l.lt\' ib Inll'

proht.,(-,ilil~ hv .llln,·.lling .111 \·'n'..... i\'(· propnrholl

pi (i\,,,'d n'.........'11..1 .' ...."1 .. '0 Iho..", .It"llvili,,'s whidl ilTl'

pri""-""llln,lll'd,

E.91 10 "'Olllt' t"lt'llllhi ... prohlt'm h.1'" I"ft.,,·n

.,lIt·\"i,llt'd hv till' IJllr-knU'ul.lhpl1 pf /\(fOuntin~

AlII It 'x I flll.UI< I,ll 111111/('1111 Hi

St'p.n.,tion, \·"hil"ll h.I~ sl'l out .1 d"',lT h.1Si ... upon

whidl ~lint cUllt n'llllnon cost.. ...hollld 1.,.., .dlo..·.1h·d

In I\"·t.·l·....... Ndworl .IIUt Kl'Iclil btl ... ill(·...~..·...

11t1w\'vt·r. in ml.,,-tt'lIin~ UT's fin.lll(i.ll pt.·rrorm.lIU't'

Ol1l' imptlrlc1l11 .lfl·.1 of nmn'rn i ... in \'m,"ril1J!, th.1'

Ilt·W cllpit.IIl"l"l·ndilun· propoS'....t "\l HI' lor it ...

prin'-nmtrollt.'t.1 (-,nsim's" nVt'r Ih", 1ll''1d nllllrni

f"l'rioc,' is, firs.'v. t'fHdl'I1"v inn,rn.'t.t .lI1d. "l'qf"c.lly,
, ,

ios .11l0':,lh·,,1 .1ppnlprillldv h' 1\'1· ... prHT-n'l1trulh'd

.wlivitil'S,

E.91 ()n.· W.lY pf dll'\·... ing rh.I' ur... ;rn'l'shlll'nt

prnpus.11s il1\'Orpnr,lh' .'l1c1pprnpri.'h' .11Int·,1Iioll

.1nu~s Sl'rvin'... is 10 projt.·d (orw.lTc..Il·,lpit.11

l'''llt.·n"lilllfl· tor tho~l' .wlivilll's within .1 prin'

("(,"trnl h.l .......d nn .1 <. '('1\ h.1 .. is. t\U,'r f.lkil1~ inhl

,lnount till' l'Ht'''' 01 \'ollinw ~ro\Vlh 011 dl'll1.md tnr

IU'W fi\:l'd .l ·I .. (ll ..in~ 1Ill' n,...1/ \'Olllllll'

Tl'l,ltiOl1ship disnls","'d .lhovd, gn'...... .-.1pil.ll

l· ... '.,.,'IH.lihITt· ho\1I" bl' l,\llI.,1 10 d"pn'l'i,lliol1. whl'n

thi .. b tlll'.l ... url'd nn.1 <.'t"1\ h.1 ... i.... Thi ... is .11'1

"ddili0l1c11 hl'l'Idil 01 rt,Tt.·..·,l ..ting (111.1 {l'A h,,~i~

£,93 {)FI,..( inh'ntls to "''''pl.lil1 it ... propo..t'd

In'.llmenl of nT's f,'pil.11 t.''''l~·l1dillln' pTtlgr,lmn1l'

41\','r thl' 11"'" nlllirol pt.'Tiod, ., ... \\'4..'11 .1 .. otlwr

,lsJ""-'t.·I .... tit tl\'\'rh"',ld ,111d fiXt.'1.i .1 ....... '1 ,,111\(,,\1"11. III

till' M.lrd1 t"\ll1sull.lljvt.' dOt.'1I11Wllt
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-ANNEX'F

I', I' "1'1 ,,j II 'h '( , 'I IIll1l1t II' 1111'1 I ,!'f '.11 !

U"'l'r.

M,·,,,, C",.il,,1 I "'1,/...,..,/

BT's lldinilinll uf Ml·.ml.ll'it.ll hllpl(lV~'d 1'" IpLll

.1~Sl''''' Il·...... \t1rrl'nl li.lbililil·... , ",dud ill)!, COl pilr.ttl'

I.nt.'s .md dl\'ilknd~ p,ly.lbft" .1Ild pnl\'hl'Hl" (lOh'r

,h.1I1 Ihost' fUT ddl'rn'd '11,.1liol1 1 hl' 1lll'.111 i ...

(.'('mputl't.l from Ih" sl.1r1 .Itld ('lid \',lltH'''' tn, till'

l.....·riof..i. \·ltlt'pl inl11l' i.·,lSt.' pf ...hlIT'krlll inn· ... II11l'llt ...

.1nd Ilt1fro\\!in~s, wht'h' d,ldv .1\·l'r.lgl'''' ,In' ""'l,tt ;11

Ilwir pl,h'l', OFITI:s .ldiu ...tn1l'l1l .. t.'''' ill lilt'

FiIMIKi.ll Sl.lknwnhl iI1Vlll\"l' IIll' illl hhltll\ ill

Ulrpc.1r.lh' l.l'H'S in nlfrl'lll Ii"bililll'''' ,)lH,i Ihl' U"'l' of

pf..'ritlt.1 st.1ft .1ntl \'l1d v,lhh·... lor ....htlrt·ll'fll1

1.",,1 '''''i''''n, ()"/'f,,/ ..r// "(1)

TIll' Ill'W gl'IH'T,llilll1 11f hrl1.1dh.lI1d l'.lhll· (r.1Ill'h':".. ,,,... ,

il·tho"l' ,nv.1rdl'd Ir.l1u,hi ...l·... lIndt'r till' 1440

Brn.Hk,l.. ling Ad r.ltlll'r tI",n thl' 14H4 l.,ble ,1Ild

Hn,.H.k., ...li,,~ Ad. TIll' m,'~lr dllkrl'lU'l' bd\\:I"'11 tilt·

two i ... lh.III,I)()...\fl· ",-p\'\ilil',lliv .,lIllwl'd 1\1 U"'l'

r.1diu til dl'Il\'l'r i.'l\lerl.Hl\ml·1l1 ...l·r\'lq·..., III lIlt nd
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1\1,,~11;1/,,1 1,,,1

rhl' ("O..... t H' ","pplying ,1Il1"'dr" unil III p\llr't1t

ISIIN

I I", I ;X", II",/, S,I""I/" 1/ 1/"1

rill' pn·.....nl S...-hl·llll' flillil~.1 Iill'lh'l' u1l1t1iliOIl

n"'1uirint!. UT 10 olll'r .1 low..r I.ITill 1o lu... lllnwr"

111olkil1~ Il'W It'1l'l'lulIll' t·.II1~. Und'.'r lurn'lll

(;uidditll'.... nlsfpl111'r... who ' (".In d,•• rg".... pl,H"

tiwill in lilt' 10\\"1·...1 20'; by U l~l· (LIO,XOI1\'r qtltlTll'r

.,f pn·...... ·ut) l.1n d.liOl.1 I.lpl'n'll dist"lHlIllllll Iilll'

n'nl.,1 ,,·h.1T~l·"" \II' to.l nM"ill1\11ll rd",h' ul flO' ,; if IHl

(I\l1~11il1).: 1.,11....ITl' 1ll~lt'"

Inll·)..;r.'ll"" s...·rvin·!" lli~iI.,1 Ndwnrlo.. - .1 ndwpr"­

providin); l'lld·lo~\'nd di~il.II nllllll'divltV.

!"l1ppOrfill~.1 wid('T r.IIl~(, of n.lrn'l\'h.md ~l'n'il ,''''

IIl.1n ,1V.ul,lhlt- ,1,'ross till' Iw..;TN,

'"t"f'''dl;ct,,,Ii "'i,,,,,'" '':" .."/c· fI~r.:J

C"II.,,'I;I1/: Ir"lIi,' Il'\Im II... I~IN ,n II... UK.

!'witrhinv, it onlo.l 't,.l~·t..Ilinl· to .'UOtlll'T "punlr\'

.lnuss tht' intt·flMlion.lf ~,'h"'\,.IV whidl i... opt·r,Ift'C.t

hy liT or M\'rnary, .111...1 tlll'l1 bn.·.lk'n),; b.tt."- tlul 01110

Ihl' puhlk nl'lwurl.. in Ill\' l,tll\'1" t"i.lllntrv

'\1 H 11' I (11'1' ... t1 \' 101 II!'! I'

I""'rI/"I N,,'" <I' U"'"m fll<l<1
TI1l' tiiS4.,'ollnl rail' whidl \,\lu,,,\'S Ihl' rt'vt.'nUt'

...In·.lI1lS or .1 rroil'd ,...'ith Iht' ro...ls of llll' prolt-'d,

.,Iso known 11S Fn1l1omil' R.lh· of Rdurn.

I\n .l\·Htll11til1g ,ll'prp,l\h untll'r whidl .111 til\' n .... ls

tit thl' "rm .In' lh ... lnbuh,d bl'hn'\'11 ib \',lrious

....l'rvin·.... Ihl' lull\" .llIl)(, "h'd i. ~, ..t... (I' .1 ..l'n·in' 11M\-!

II1l'rl'fpn' indudl' "~H1h'III",,,,,I"11I... ' ... lh,ll.u\' 1101

dirl'dl\" .1I1ribul.lbll' '0 thl' ..,'n·in'.

'''''''''lIlf'',I,,1 ('0 ..1...

The n's.... Ih.l' \lTl~\' ,1"••1 rt'~lIll of 11ll' provbion of

Iht' "illt'rt.'nu.'nl". In Ihis donlJ1ll'nL 1114' im:n'mt'nt

rt'll'rs 10 ,1 st,.'rvin'. In 1,'onlr., ...' 10,,,111/ IIl1oollt'd t"ll:,>h,

II'", inl"rl'll11'nli.11 Ul...... 01'.1 S\'rvin' indudt.·only thusl'

\,o..t .. th.l' .In.' dir"dly \'illl~t·...1 hy Ihl' provision of tht'

sl·rvin'. So hlll~ ,"" "'l'rvin· n'\','nlll' l'\f\'\'t.b

innt'll1l·nl.lll·O~b.llw nrm improvl'S its profil~lbility

hy pr(l\'idin~ till' "'l'rvin·.

Tlw l'oll\','nltolhtl 'llT\lllntint-:, nWlhodol\lgy, whl'n'

.t ...~d~ .HI' \',lll1ed ,md dt'pn'll.tll'd .hl'Pn.ti"t!. hi their

t"tl...t .1t till' tlll1l' 01 pun-h.lst·

(;('og""I"';( ·'4'1"'''.~;lIg

lilt' prilll'ipll' IIndt" \\'hl\ h 1\'1 dl,lr~l'''' o,st"nu'r...

till' ..,tIlll' prin' fllr.l t-:,i\'l'11 "'l'nitl' wh...·rl·v('r tlll'v .nl'

ill fill' \ ttlll1tr~', ...uh"·\.:l fn i'~ pllbli~hc-,d 1.1rill

IIi"'lI'i, (',,_, \. ,,,,,,,'i,,,-': lilt \)

1"11,, "'"•• ,' ...11','-'-

'"nl""·.I-IOlt"i,,.': ('.,s'",

/\n .1 .....t.·s..nwllt 01 nl!"l~ on till' h.l i.. Ih,lt ,tny ftl!'ots

whidl .\ri ...l' from p.l"" dt'l'isillns hould ht.' i~non"li

wllt'n \·.,kul.,tint!. thl' profit.,~ilily of nlrr\'nt 11nd

(utufe d("(·i~i(tn~. !\~ \-\'t·II .... futurl' Hpt'r.ltiun..ll n~t."i,

thl' n ....l .. 01 11l.1inl"inin~ ,HId rl'pl.u·in~ ,lSSl'ls .Ifl'

indlldt',1

I ill.",.;", St"'f''''C''''", I "r ",,, "1f ...i"'·~"I·~ ,,11I1
.'t,tijl;'ic'~

Tht.· rt'~ul.'lnry .1lTuunl!'t IIMI liT is rt"lluin.'lt t"
puhh!'ih unt.tl·r An'uunhn~ Sl·ptU,llinn. whkh ~iVl'

in(urmilhun duwn tolht, Il'vl'l of businl'"Ss (A4:n'Ss,

N"'w"rk .md Rd••;\) and .li,a/:/:n,/:.,I."I n'l"il

.lrli\'ily (l'~ IIK,lll,ll1.. , IMtiOlloll .... ,111..., .1\Tl~S linl~l

1:'1111 I'!"

1,/",,//''''1,,"'1;,'''''''' ,""rk-"I"
A 1llt.'lhud of fl'l'ov\'rin,.:, llll' (Ol\1l11tll1 \'ll"'" pf thl'

ndwnrk, wht''''''' lilt.' proporlion.,1 m.nk-up ,Ill till'

il1l'fl'OWnlal UISt of l"OIH"'V.lnn· .111...1 .1'..l'l'...... i ... \'qu.,1

1;11'11I';"/ (',,/,;/,,1 M"i""'II.II"'.· lIt 'MI

A CCA aC(lluntjn~cnnvl'ntion, wht.'Ti.· til\.'

dl"pn.'C;atiun char~t' tn 1Ill' profit .lnd IO!-is accounl

includes holdin~ ~clin~ or los!-it.·s dUt' h1 (hcln~l'" in

aSSl"t prin's, in addition to till' (lCM dl'pn'dation

charKt.'·

I ill"'" ;f" U.· .."II .. n., ~''J'f'j, " fI ,~"S)

Thl' FRBS is a Sl't of linandal SI.lll'llU'nls drawn up

!>y BT un an annual!>asi, and prnvid."llo OFTFI,

for n'Kulatoty purposes until financial year

If.NJ/Q4, Thl'y pnlVide an:nunt... infnrmcllinn .ll lin­

service level (l"K Iucill call!", natiollcll""illls, acn~!-i

Iinl.,.),

I,,;, ;,',,, ('(1"'/"""'''' 1'1';, i"S U"/.· II CI'/~'

" rull- tor \ktl'rminil1~ inh'rulI1lll'di"n pnn·....

undl'r whkh tht' prkl' 1... Ull1lptt..... ·d lit till'

inrn'nll'nt,lll"Osl 01 pn1\·id1l1t!. till' inh'rnllllll','lion

't,'rvin' plus 11ll' prohl Undudlllg nmlrihuhol1 hl

(omml1n cost ... ) th.ll 11ll' ndworlo.. '1Ilt·r.ltoT h1n·t!.Pl·...

hy ...dlin~ inh'rnmlll',"holl r.ll1",r lh.1I1 11ll' tilMI

sl'rvit."t.' ror whit'h il1h'n:nnrwdi<r11 j .. u"l'd

"nuun"ic's ..,' S('III'C'

Tht~' ~1n' pn~'nt WIWfl' till' unil n1...1 l,1 ,I ",'rvin' i ...

h,wl'r A...·,H1 ......' thl' lirlll .11"'0 prO\'ilk.. other ...l·rvin· ,

i\' till' pnwisioll of "'l'rvin' n n't.hhl·... thl· unil ,-,\1..1111

...upplyin~ ",'n'in: 1\.

',"'''''ft''';c'~ Iff SC'"I,'
Tlw~-' .1ft.' rn'St.'nl \\.'Iwn' Ihl' unit nl...1 ',111...1" 1Ill'

Il'Vt.,1 01 oUlput ri"" ....
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1/""",11"",,1 S"';I, 1,,·,1 MII,-' ,'.'"rl'" ,';"I'I';n"

""..rvh.Ts ,1inwd .11 il nl.1Ss m.ukd ddivl'rt·d OVl'r

hnhull1illld swite-fwd h.·lpnml~ nt·twllrks.

(."",,,.,,, ( .....,...

( u '''' th.,l ,\fl' inlurrl'd in the ...upply of "II or.1 ~rotlp

lit '·Tvit't·... pnlVidl'1..t hy tlu.' firm ilnd e.lnnot ht·
din'dly .lttrihukd 10 .lllV one ~·rvin'. Cummon cu~t~

,ui"'l' frpm tilt' l''(ish.·IKl' (If "(llllnl";(''; of "{Ollt'

,\11....,Ii.·.· I 1/;,;•.".",
Ih(,' t'xftont to whkh tilt' l'nmOl1lv's finilt.' f\'Slmrn.'S

,Ul'lh.'ployl·d in ,1 ".,,,hion ...0 ,1" 10 lterivl' m.lximulll

h"Ill'Iit. I\n il11porlllllllOlh.lilion i... Ih.lt prin'''' n·fkrt

ullt.krlyinv. 1."IISts.

I li_• •",", )i.'/,'

Thl' v.,hlt.· of di!-i(ounts from the standard tariff BT

w... "rkrin/: al JI July l'l'1J, which BT musl m.,inlain

in .1\·\·onJann' with Condition 24C (If its Ikcnn', or

nffl'r l'lluiv"lent n'\iuctions in standcud pricl·s.

('/lIToII (·n .. 1 \It'f,,,,,ti,,.x l( '(',\)

t\n .1lTuunlin~ ml'thod(llo~y,wht'n' as~ts arc 1valul-od

•lIld dl'rn'i.:iall'll (In..ordin~ to thl.'ir ClInl'lll

n'plact'ml-'nt cost. Typk.llly this will bt.' tht.' (ost of ,l

Mll,h'rI1 F"uivaknl A'st'l (MEA),

, I 1I""",i, '~f"""1 '~f""""

Sfl' Illtl'r1l.l1 R':lt(· of Rdurn.

,\....'''''i'',-.: U",,· ..r1<,.,,,,.,, L\lU<1
lilt' r.ltioof .h'nl\lntin~po,hl to l"lpit.lIpmpluyt.·d,

,11..." n'h:rn'tt to .1S N.l·turn un ('.1pit.ll EmplnYl'lt
(I~( l( T). Tlu' 11ll'., ...un' 1,11 \"llpit.lll'mpluyt'\1l'o'1l lx'

",11",1' Ill' t\ ur II {\,
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SI"IIIf-'I''''''' ClIsI"
T"" custs In a single-pnk.lucl firm ..1pnlVidinl\ a
Mcrvicc. The! stand-alnnt' t.:nsls uf i1 Sl'rvin' l·Xf."l...-.J
Ihl' ;lIrrc·"'.·lIhrl ....sls I" a multi-I'""lud lirm if Ihl'Il.'

.In' f'(mlom;t~ IIf ~'''''''.

"STN
Public Switchet.l T,'Il'phune Nl'tw..rk, The

t"l«ummunicatkms l1l'lwllrks ..1 Ihl' ma~..
npt.'rah1rs. (In which calls can lx' mih.:l,,· tn all

I-USt"ml''''' "' .,11 I'STNs.

l'llst and w....'" a<'livilk'S art'llislribull'll bl'twl",n
firms such that industry-widl' custs art· minimi.....l .

1'111 H II I ,II I, .1,
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"m,h,d;t>" rtf;";"',,'I/
/'nH.l"divl· dlicit'I1('y is m.nimist'l' whl'n l'ach firm

in Ilw inltustry (..rfil'S (lui its adivitil~ ". minimum

('I"'mt;",1( ('''III,',;lifl, M";,,I,'"'''''''' (()eM)
A CCA an'..unlinll ,'..nvl'nli..n, whl''''' Ihe
l...·pn"('i.ltiun rh.ll'J(l· tn th~ pn1fit and lus.."i account

r",.'tl" t.. thl' ,'lIrn,nt rt'plan'm,'nt nlSt ..I thl' lirm's
.1Sst.'tS. t.,kinK ..n~uunt of spt.'\.·ifk and Kt-I1t.'ral pril"t.~

inn.J';.m.

M","'m h,,,;t·,,',.,,t A"",·t" (MI:A)
fh,' v.,lu.,Ii..n ..I Ih,' firms' ,·.isling as.~lsall"" ellSl

"I "·rl.1<'inll Ihl'm wilh ",s",'Is whkh 5t'tVl' I"" "'mI'
fllnl'li..n "nd which ., nl'W l'ntranl miKht bl'

l""''l,t''ll lu l·mr'''Y· Such .'''''<'Is .,re 'ikdy tu
in....rp....'tl' Ih,' latl'Sl .wail.,bl" (pn,vl'n) t,'Chn....'IIy.

•1V...·r.'~l'S.

· .
inVl'slnwnls .,nd b..rruwinlls ratlwr Ihan daily

~
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